[ Code of Federal Regul ati ons]

[Title 26, Volunme 12, Part 1 (Secs. 1.1401 - end)]

[ Revised as of April 1, 1997]

Fromthe U S. Governnment Printing Ofice via GPO Access
[CTE: 26CFR1. 1502- 13]

[ Page 182-223]
TI TLE 26- -1 NTERNAL REVENUE
CHAPTER | - - | NTERNAL REVENUE SERVI CE, DEPARTMENT OF THE TREASURY ( Conti nued)
Tax on Transfers To Avoid |Incone Tax--Table of Contents
Consol i dated Returns
Sec. 1.1502-13 Interconpany transactions.

(a) In general--(1) Purpose. This section provides rules for taking
into account itenms of inconme, gain, deduction, and | oss of nenbers from
i nt erconpany transactions. The purpose of this section is to provide
rules to clearly reflect the taxable inconme (and tax liability) of the
group as a whol e by preventing interconpany transactions fromcreating,
accel erating, avoiding, or deferring consolidated taxable incone (or
consolidated tax liability).

(2) Separate entity and single entity treatnent. Under this section
the selling nenber (S) and the buying nenber (B) are treated as separate
entities for sone purposes but as divisions of a single corporation for
ot her purposes. The ampunt and | ocation of S's interconpany itenms and
B's corresponding itens are determ ned on a separate entity basis
(separate entity treatnent). For exanple, S deternmines its gain or |oss
froma sale of property to B on a separate entity basis, and B has a
cost basis in the property. The tinm ng, and the character, source, and
other attributes of the interconpany itens and corresponding itens,
although initially determined on a separate entity basis, are
redeterm ned under this section to produce the effect of transactions
bet ween di vi sions of a single corporation (single entity treatnment). For
exanple, if Ssells land to B at a gain and B sells the land to a
nonmenber, S does not take its gain into account until B's sale to the
nonmenber .
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(3) Timng rules as a nethod of accounting--(i) In general. The
timng rules of this section are a nethod of accounting for interconpany
transactions, to be applied by each nmenber in addition to the nenber's
ot her methods of accounting. See Sec. 1.1502-17. To the extent the
timng rules of this section are inconsistent with a nenber’'s otherw se
appli cabl e nmet hods of accounting, the tinmng rules of this section
control. For exanple, if S sells property to B in exchange for B's note,
the timng rules of this section apply instead of the installnent sale
rul es of section 453. S's or B's application of the timng rules of this
section to an interconpany transaction clearly reflects incone only if
the effect of that transaction as a whole (including, for exanple,
rel ated costs and expenses) on consolidated taxable inconme is clearly
refl ected.

(ii) Automatic consent for joining and departing nenbers--(A)



Consent granted. Section 446(e) consent is granted under this section to
the extent a change in nmethod of accounting is necessary solely by
reason of the timng rules of this section--

(1) For each nenmber, with respect to its interconpany transactions,
in the first consolidated return year which follows a separate return
year and in which the nenber engages in an interconpany transaction; and

(2) For each forner nenber, with respect to its transactions with
menbers that woul d otherwi se be interconpany transactions if the forner
menber were still a nmenmber, in the first separate return year in which
the former menmber engages in such a transaction

(B) Cut-off basis. Any change in nmethod of accounting described in
paragraph (a)(3)(ii)(A) of this section is to be effected on a cut-off
basis for transactions entered into on or after the first day of the
year for which consent is granted under paragraph (a)(3)(ii)(A) of this
secti on.

(4) Oher law. The rules of this section apply in addition to other
applicable Iaw (including nonstatutory authorities). For exanple, this
section applies in addition to sections 267(f) (additional rules for
certain losses), 269 (acquisitions to evade or avoid inconme tax), and
482 (all ocations among commonly controlled taxpayers). Thus, an item
taken into account under this section can be deferred, disallowed, or
el i mi nat ed under other applicable Iaw, for exanple, section 1091 (| osses
fromwash sal es).

(5) References. References in other sections to this section
i nclude, as appropriate, references to prior law. For effective dates
and prior |aw see paragraph (1) of this section.

(6) Overview-(i) In general. The principal rules of this section
that inplenent single entity treatnment are the matching rule and the
accel eration rule of paragraphs (c) and (d) of this section. Under the
matching rule, S and B are generally treated as divisions of a single
corporation for purposes of taking into account their items from
i nterconpany transactions. The acceleration rule provides additiona
rules for taking the items into account if the effect of treating S and
B as divisions cannot be achieved (for exanple, if S or B becones a
nonmenber). Paragraph (b) of this section provides definitions.

Par agraph (e) of this section provides sinplifying rules for certain
transactions. Paragraphs (f) and (g) of this section provide additiona
rules for stock and obligations of menbers. Paragraphs (h) and (j) of
this section provide anti-avoi dance rules and m scel | aneous operating
rul es.

(ii) Table of exanples. Set forth belowis a table of the exanples
contained in this section.

Mat ching rule. (Sec. 1.1502-13(c)(7)(ii))

Exanpl e 1. Interconpany sale of |and.

Exanpl e 2. Deal er activities.

Exanpl e 3. Interconpany section 351 transfer.

Exanpl e 4. Depreciable property.

Exanpl e 5. Interconpany sale followed by installnent sale.

Exanpl e 6. Interconpany sale of installnment obligation.

Exanpl e 7. Performance of services.

Exanpl e 8. Rental of property.

Exanpl e 9. Interconpany sale of a partnership interest.

Exanpl e 10. Net operating | osses subject to section 382 or the SRLY

rul es.
Exanmpl e 11. Section 475.



Exanpl e 12. Section 1092.

Exanpl e 13. Manufacturer incentive paynents.
Exanmpl e 14. Source of incone under section 863.
Exanpl e 15. Section 1248.
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Accel eration rule. (Sec. 1.1502-13(d)(3))

Exanpl e 1. Beconi ng a nonnmenber--timng

Exanpl e 2. Becom ng a nonnenber--attributes.

Exanpl e 3. Selling nenber's disposition of install ment note.

Exanpl e 4. Cancel |l ation of debt and attri bute reducti on under
section 108(b).

Exanpl e 5. Section 481.

Sinplifying rules--inventory. (Sec. 1.1502-13(e)(1)(v))

Exanpl e 1. Increnment averagi ng method.
Exanpl e 2. Increnent val uation nethod.
Exampl e 3. Ot her reasonabl e inventory nethods.
Stock of nenbers. (Sec. 1.1502-13(f) (7))
Exanpl e 1. Dividend exclusion and property distribution.
Exanpl e 2. Excess | oss accounts.
Exanpl e 3. Interconpany reorgani zation.
Exampl e 4. Stock redenptions and distributions.
Exanpl e 5. Interconpany stock sale foll owed by section 332

i qui dati on.
Exanpl e 6. Interconpany stock sale followed by section 355
di stribution.

bl i gations of members. (Sec. 1.1502-13(g)(5))

Exanple 1. Interest on interconpany debt.

Exanpl e 2. Interconpany debt becomes noninterconpany debt.

Exanpl e 3. Loss or bad debt deduction with respect to interconpany
debt .

Exanpl e 4. Noni nterconpany debt becones interconpany debt.

Exanpl e 5. Notional principal contracts.

Anti-avoi dance rules. (Sec. 1.1502-13(h)(2))

Exanple 1. Sale of a partnership interest.

Exanple 2. Transitory status as an interconpany obligation.

Exanpl e 3. Corporate nmixing bow .

Exanpl e 4. Partnership m xing bow .

Exanple 5. Sal e and | easeback

M scel | aneous operating rules. (Sec. 1.1502-13(j)(9))

Exanpl e 1. Interconpany sale followed by section 351 transfer to
menber .

Exanpl e 2. Interconpany sal e of nenber stock foll owed by
recapitalization.

Exanmpl e 3. Back-to-back interconpany transactions--matching.



Exanpl e 4. Back-to-back interconmpany transactions--accel eration.
Exanpl e 5. Successor group.

Exanpl e 6. Liquidation--80% distributee.

Exanpl e 7. Liquidation--no 80% distributee.

(b) Definitions. For purposes of this section--

(1) Interconpany transactions--(i) In general. An interconpany
transaction is a transacti on between corporations that are nenbers of
the sane consolidated group i medi ately after the transaction. S is the
menber transferring property or providing services, and B is the nenber
receiving the property or services. Interconpany transactions include--

(A) S's sale of property (or other transfer, such as an exchange or
contribution) to B, whether or not gain or loss is recognized;

(B) S's performance of services for B, and B's paynent or accrual of
its expenditure for S's perfornmance;

(C) S's licensing of technology, rental of property, or |oan of
noney to B, and B's paynent or accrual of its expenditure; and

(D) S's distribution to Bwith respect to S stock

(ii) Tinme of transaction. If a transaction occurs in part while S
and B are nenbers and in part while they are not nenbers, the
transaction is treated as occurring when performance by either S or B
t akes pl ace, or when paynent for performance woul d be taken into account
under the rules of this section if it were an interconpany transaction
whi chever is earliest. Appropriate adjustments nust be made in such
cases by, for exanple, dividing the transaction into two separate
transactions reflecting the extent to which S or B has perforned.

(iii) Separate transactions. Except as otherw se provided in this
section, each transaction is analyzed separately. For example, if S
simul taneously sells two properties to B, one at a gain and the other at
a |l oss, each property is treated as sold in a separate transaction
Thus, the gain and | oss cannot be offset or netted agai nst each ot her
for purposes of this section. Simlarly, each paynent or accrual of
interest on a loan is a separate transaction. In addition, an accrual of
premumis treated as a separate transaction, or as an offset to
interest that is not a separate transaction, to the extent required
under separate entity treatnment. |If two nenbers exchange property, each
menber is S with respect to the property it transfers and B with respect
to the property it receives. If two nmenbers
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enter into a notional principal contract, each paynent under the
contract is a separate transaction and the nenber neking the paynent is
B with respect to that paynent and the nenber receiving the paynent is
S. See paragraph (j)(4) of this section for rules aggregating certain
transactions.

(2) Interconpany itens--(i) In general. S s inconme, gain, deduction
and | oss froman interconpany transaction are its interconpany itens.
For exanple, S's gain fromthe sale of property to B is interconpany
gain. An itemis an interconpany itemwhether it is directly or
indirectly froman interconpany transaction

(ii) Related costs or expenses. S's costs or expenses related to an
i nterconpany transaction are included in deternmning its interconpany
items. For exanple, if S sells inventory to B, S's direct and indirect
costs properly includible under section 263A are included in determning
its interconmpany incone. Simlarly, related costs or expenses that are
not capitalized under S's separate entity nethod of accounting are



included in deternmining its interconmpany itens. For exanple, deductions
for empl oyee wages, in addition to other related costs, are included in
determining S's interconmpany itens from perform ng services for B, and
depreci ati on deductions are included in determ ning S s interconpany
items fromrenting property to B

(iii) Anpunts not yet recognized or incurred. S's interconpany itens
i nclude anpbunts from an interconpany transaction that are not yet taken
into account under its separate entity nmethod of accounting. For
exanple, if Sis a cash nethod taxpayer, S's interconpany income mn ght
be taken into account under this section even if the cash is not yet
received. Simlarly, an anmount reflected in basis (or an anount
equivalent to basis) under S' s separate entity nethod of accounting that
is a substitute for inconme, gain, deduction or loss froman interconpany
transaction is an interconpany item

(3) Corresponding itenms--(i) In general. B s incone, gain,
deduction, and |l oss froman interconpany transaction, or from property
acquired in an interconpany transaction, are its corresponding itemns.

For exanple, if B pays rent to S, B's deduction for the rent is a
correspondi ng deduction. |If B buys property fromS and sells it to a
nonmenber, B's gain or loss fromthe sale to the nonnenber is a
corresponding gain or loss; alternatively, if B recovers the cost of the
property through depreciation, B s depreciation deductions are
correspondi ng deductions. An itemis a corresponding itemwhether it is
directly or indirectly froman interconpany transaction (or from
property acquired in an interconpany transaction).

(ii) Disallowed or elimnated amunts. B's corresponding itens
i nclude anobunts that are permanently disallowed or permanently
el i m nated, whether directly or indirectly. Thus, corresponding itens
i ncl ude anounts disall owed under section 265 (expenses relating to tax-
exenpt incone), and ampunts not recogni zed under section 311(a)
(nonrecognition of loss on distributions), section 332 (nonrecognition
on liquidating distributions), or section 355(c) (certain distributions
of stock of a subsidiary). On the other hand, an anmpunt is not
permanent|y disall owed or permanently elimnated (and therefore is not a
corresponding item to the extent it is not recognized in a transaction
in which B receives a successor asset within the nmeani ng of paragraph
(j)(1) of this section. For exanmple, B's corresponding itens do not
i ncl ude anounts not recogni zed froma transaction with a nonmenber to
whi ch section 1031 applies or from another transaction in which B
recei ves exchanged basis property.

(4) Reconputed corresponding itens. The reconputed correspondi ng
itemis the corresponding itemthat B would take into account if S and B
were divisions of a single corporation and the interconpany transaction
were between those divisions. For exanmple, if S sells property with a
$70 basis to B for $100, and B later sells the property to a nonnmenber
for $90, B's corresponding itemis its $10 | oss, and the reconputed
corresponding itemis $20 of gain (determ ned by conparing the $90 sal es
price with the $70 basis the property would have if S and B were
divisions of a single corporation). Although neither S nor B actually
t akes
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the reconputed corresponding iteminto account, it is conputed as if B
did take it into account (based on reasonable and consistently applied
assunptions, including any provision of the Internal Revenue Code or
regul ations that would affect its timng or attributes).



(5) Treatnent as a separate entity. Treatnent as a separate entity
nmeans treatnent wi thout application of the rules of this section, but
with the application of the other consolidated return regul ations. For
exanple, if S sells the stock of another nenber to B, S's gain or |oss
on a separate entity basis is determned with the application of
Sec. 1.1502-80(b) (non-applicability of section 304), but without
redet erm nati on under paragraph (c) or (d) of this section

(6) Attributes. The attributes of an interconpany item or
corresponding itemare all of the item s characteristics, except anount,
| ocation, and tim ng, necessary to deternmine the itenmis effect on
taxabl e incone (and tax liability). For exanple, attributes include
character, source, treatnent as excluded from gross i ncone or as a
noncapi tal, nondeductible amobunt, and treatnent as built-in gain or |oss
under section 382(h) or 384. In contrast, the characteristics of
property, such as a nmenber's hol ding period, or the fact that property
is included in inventory, are not attributes of an item but these
characteristics mght affect the determination of the attributes of
items fromthe property.

(c) Matching rule. For each consolidated return year, B's
corresponding items and S's interconpany itens are taken into account
under the follow ng rules:

(1) Attributes and holding periods--(i) Attributes. The separate
entity attributes of S's interconpany itens and B's corresponding itens
are redeternmined to the extent necessary to produce the sane effect on
consol i dated taxabl e i ncone (and consolidated tax liability) as if S and
B were divisions of a single corporation, and the interconpany
transaction were a transaction between divisions. Thus, the activities
of both S and B mi ght affect the attributes of both interconmpany itens
and corresponding itenms. For exanple, if S holds property for sale to
unrel ated custoners in the ordinary course of its trade or business, S
sells the property to B at a gain and B sells the property to an
unrel ated person at a further gain, S's interconpany gain and B's
correspondi ng gain mght be ordinary because of S's activities with
respect to the property. Simlar principles apply if S perforns
services, rents property, or engages in any other interconpany
transaction.

(ii) Holding periods. The hol ding period of property transferred in
an interconpany transaction is the aggregate of the holding periods of S
and B. However, if the basis of the property is determ ned by reference
to the basis of other property, the property's holding period is
determi ned by reference to the holding period of the other property. For
exanple, if S distributes stock to Bin a transaction to which section
355 applies, B's holding period in the distributed stock is determ ned
by reference to B's holding period in the stock of S.

(2) Timng--(i) B's itens. B takes its corresponding itenms into
account under its accounting nmethod, but the redeterm nation of the
attributes of a corresponding item m ght affect its timng. For exanple,
if B's sale of property acquired fromS is treated as a deal er
di sposition because of S's activities, section 453(b) prevents any
correspondi ng i ncone of B from being taken into account under the
i nstal | ment met hod.

(ii) Ssitems. Stakes its interconpany iteminto account to
reflect the difference for the year between B's corresponding itemtaken
into account and the reconputed corresponding item

(3) Divisions of a single corporation. As divisions of a single
corporation, S and B are treated as engaging in their actual transaction
and owni ng any actual property involved in the transaction (rather than



treating the transaction as not occurring). For example, S s sale of
l and held for investnment to B for cash is not disregarded, but is
treated as an exchange of |and for cash between divisions (and B
therefore succeeds to S's basis in the property). Simlarly, S s

i ssuance of its own stock to B in exchange for property is not
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di sregarded, B is treated as owning the stock it receives in the
exchange, and section 1032 does not apply to B on its subsequent sal e of
the S stock. Although treated as divisions, S and B nevertheless are
treated as:

(i) Operating separate trades or businesses. See, e.g., Sec. 1.446-
1(d) (accounting nethods for a taxpayer engaged in nore than one
busi ness).

(ii) Having any special status that they have under the Interna
Revenue Code or regul ations. For exanple, a bank defined in section 581
a donestic building and | oan association defined in section 7701(a)(19),
and an insurance conmpany to which section 801 or 831 applies are treated
as divisions having separate special status. On the other hand, the fact
that a member hol ds property for sale to custonmers in the ordinary
course of its trade or business is not a special status.

(4) Conflict or allocation of attributes. This paragraph (c)(4)
provi des special rules for redeterm ning and allocating attributes under
paragraph (c)(1)(i) of this section.

(i) Ofsetting amunts--(A) In general. To the extent B's
corresponding itemoffsets S's interconpany itemin anount, the
attributes of B's corresponding item determ ned based on both S's and
B's activities, control the attributes of S's offsetting interconpany
item For exanple, if S sells depreciable property to B at a gain and B
depreci ates the property, the attributes of B' s depreciation deduction
(ordinary deduction) control the attributes of S's offsetting
i nterconpany gain. Accordingly, S's gain is ordinary.

(B) B controls unreasonable. To the extent the results under
paragraph (c)(4)(i)(A) are inconsistent with treating S and B as
di visions of a single corporation, the attributes of the offsetting
items nmust be redeternmined in a manner consistent with treating S and B
as divisions of a single corporation. To the extent, however, that B's
corresponding itemon a separate entity basis is excluded from gross
i nconme, is a noncapital, nondeductible anbunt, or is otherw se
permanently disallowed or elinmnated, the attributes of B's
corresponding item always control the attributes of S's offsetting
i nterconpany item

(ii) Allocation. To the extent S's interconpany itemand B's
corresponding itemdo not offset in ampunt, the attributes redeterm ned
under paragraph (c)(1)(i) of this section nust be allocated to S's
i nterconpany itemand B's corresponding itemby using a method that is
reasonable in light of all the facts and circunmstances, including the
purposes of this section and any other rule affected by the attri butes
of S's interconpany itemand B's corresponding item A nethod of
allocation or redeterm nation is unreasonable if it is not used
consistently by all nenbers of the group fromyear to year

(5) Special status. Notwithstanding the general rule of paragraph
(c)(1)(i) of this section, to the extent an item s attributes determn ned
under this section are permitted or not permtted to a nenber under the
I nternal Revenue Code or regul ations by reason of the nmenber's specia
status, the attributes required under the Internal Revenue Code or



regul ations apply to that nmenber's itens (but not the other menber). For
exanple, if Sis a bank to which section 582(c) applies, and sells debt
securities at a gain to B, a nonbank, the character of S s interconpany
gain is ordinary as required under section 582(c), but the character of
B's corresponding itemas capital or ordinary is determ ned under
paragraph (c)(1)(i) of this section without the application of section
582(c). For other special status issues, see, for exanple, sections
595(b) (foreclosure on property securing |oans), 818(b) (life insurance
conpany treatnment of capital gains and | osses), and 1503(c) (limtation
on absorption of certain |osses).

(6) Treatnment of interconpany items if corresponding itens are
excl uded or nondeductible--(i) In general. Under paragraph (c)(1)(i) of
this section, S's interconpany item m ght be redeterm ned to be excl uded
fromgross incone or treated as a noncapital, nondeductible anmount. For
exanple, S's interconpany |loss fromthe sale of property to Bis treated
as a noncapital, nondeductible anpunt if B distributes the property to a
nonmenber sharehol der at no further gain or |oss (because, if S and B
were divisions of a single corporation, the | oss woul d not have been
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recogni zed under section 311(a)). Paragraph (c)(6)(ii) of this section
however, provides limtations on the application of this rule to

i nterconpany incone or gain. See also Secs. 1.1502-32 and 1.1502-33
(adjustnents to S's stock basis and earnings and profits to reflect
anounts so treated).

(ii) Limtation on treatnent of interconpany itens as excluded from
gross inconme. Notwi thstanding the general rule of paragraph (c)(1)(i) of
this section, S's interconpany incone or gain is redeterm ned to be
excluded from gross incone only to the extent one of the foll ow ng
applies:

(A) Disallowed amunts. B's corresponding itemis a deduction or
|l oss and, in the taxable year the itemis taken into account under this
section, it is pernmanently and explicitly disall owed under another
provi sion of the Internal Revenue Code or regul ations. For exanpl e,
deductions that are disallowed under section 265 are permanently and
explicitly disallowed. An ampunt is not permanently and explicitly
di sal | owed, for example, to the extent that--

(1) The Internal Revenue Code or regulations provide that the anmount
is not recogni zed (for exanple, a loss that is realized but not
recogni zed under section 332 or section 355(c) is not permanently and
explicitly disallowed, notwithstanding that it is a corresponding item
wi thin the nmeaning of paragraph (b)(3)(ii) of this section (certain
di sal | owed or elimnated anounts));

(2) A related amount might be taken into account by B with respect
to successor property, such as under section 280B (denolition costs
recoverabl e as capitalized amunts);

(3) Arelated amobunt m ght be taken into account by another
t axpayer, such as under section 267(d) (disallowed | oss under section
267(a) might result in nonrecognition of gain for a related person);

(4) A related amobunt might be taken into account as a deduction or
| oss, including as a carryforward to a |later year, under any provision
of the Internal Revenue Code or regul ati ons (whether or not the
carryforward expires in a |ater year); or

(5) The anpunt is reflected in the conputation of any credit against
(or other reduction of) Federal incone tax (whether allowed for the
taxabl e year or carried forward to a |ater year).



(B) Section 311. The corresponding itemis a loss that is realized,
but not recogni zed under section 311(a) on a distribution to a nonmenber
(even though the loss is not a permanently and explicitly disallowed
amopunt within the meani ng of paragraph (c)(6)(ii)(A) of this section).

(C) O her anpbunts. The Conmi ssioner determ nes that treating S's
i nterconpany item as excluded fromgross incone is consistent with the
purposes of this section and other applicable provisions of the Interna
Revenue Code and regul ations.

(7) Exanples--(i) In general. For purposes of the exanples in this
section, unless otherwi se stated, P is the comon parent of the P
consol idated group, P owns all of the only class of stock of
subsidiaries S and B, X is a person unrelated to any nenber of the P
group, the taxable year of all persons is the cal endar year, all persons
use the accrual nethod of accounting, tax liabilities are disregarded,
the facts set forth the only corporate activity, no nenber has any
speci al status, and the transaction is not otherw se subject to
recharacterization. |If a nmenber acts as both a selling nenber and a
buyi ng nenber (e.g., with respect to different aspects of a single
transaction, or with respect to related transactions), the nmenmber is
referred to as M ML, or M (rather than as S or B).

(ii) Matching rule. The matching rule of this paragraph (c) is
illustrated by the foll owi ng exanpl es.

Exanmple 1. Interconpany sale of land followed by sale to a
nonmenber. (a) Facts. S holds land for investnent with a basis of $70. S
has held the |and for nmore than one year. On January 1 of Year 1, S
sells the land to B for $100. B also holds the Iand for investnent. On
July 1 of Year 3, B sells the land to X for $110.

(b) Definitions. Under paragraph (b)(1) of this section, S's sale of
the land to B is an interconpany transaction, S is the selling nenber,
and B is the buying nenber. Under paragraphs (b)(2) and (3) of this
section, S's $30 gain fromthe sale to Bis its interconpany item and
B's $10 gain fromthe sale to X is its corresponding item
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(c) Attributes. Under the matching rule of paragraph (c) of this
section, S's $30 interconpany gain and B's $10 corresponding gain are
taken into account to produce the sanme effect on consolidated taxable
i ncome (and consolidated tax liability) as if S and B were divisions of
a single corporation. In addition, the holding periods of S and B for
the | and are aggregated. Thus, the group's entire $40 of gain is |long-
termcapital gain. Because both S's interconpany itemand B's
corresponding itemon a separate entity basis are long-termcapita
gain, the attributes are not redetern ned under paragraph (c)(1)(i) of
this section.

(d) Timng. For each consolidated return year, S takes its
i nterconpany iteminto account under the matching rule to reflect the
difference for the year between B's corresponding itemtaken into
account and the reconputed corresponding item If S and B were divisions
of a single corporation and the interconpany sale were a transfer
bet ween the divisions, B wuld succeed to S's $70 basis in the land and
woul d have a $40 gain fromthe sale to X in Year 3, instead of a $10
gai n. Consequently, S takes no gain into account in Years 1 and 2, and
takes the entire $30 gain into account in Year 3, to reflect the $30
difference in that year between the $10 gain B takes into account and
the $40 reconputed gain (the reconputed corresponding item. Under



Secs. 1.1502-32 and 1.1502-33, P's basis in its S stock and the earnings
and profits of S and P do not reflect S's $30 gain until the gain is
taken into account in Year 3. (Under paragraph (a)(3) of this section
the results would be the sane if S sold the land to B in an install nment
sale to which section 453 woul d ot herwi se apply, because S nmust take its
i nterconpany gain into account under this section.)

(e) Interconpany |oss followed by sale to a nonnenber at a gain. The
facts are the sane as in paragraph (a) of this Exanple 1, except that
S's basis in the land is $130 (rather than $70). The attributes and
timng of S's interconpany |oss and B' s corresponding gain are
det erm ned under the matching rule in the manner provided in paragraphs
(c) and (d) of this Exanple 1. If S and B were divisions of a single
corporation and the interconpany sale were a transfer between the
di vi sions, B would succeed to S's $130 basis in the | and and woul d have
a $20 loss fromthe sale to X instead of a $10 gain. Thus, S takes its
entire $30 loss into account in Year 3 to reflect the $30 difference
between B's $10 gain taken into account and the $20 reconputed | oss.
(The results are the sane under section 267(f).) S's $30 loss is |ong-
termcapital loss, and B's $10 gain is long-termcapital gain

(f) Interconpany gain followed by sale to a nonmenber at a |oss. The
facts are the sane as in paragraph (a) of this Exanple 1, except that B
sells the land to X for $90 (rather than $110). The attributes and
timng of S's interconpany gain and B's corresponding | oss are
determ ned under the matching rule. If S and B were divisions of a
single corporation and the interconpany sale were a transfer between the
di visions, B would succeed to S's $70 basis in the land and would have a
$20 gain fromthe sale to X instead of a $10 | oss. Thus, S takes its
entire $30 gain into account in Year 3 to reflect the $30 difference
between B's $10 | oss taken into account and the $20 reconputed gain. S's
$30 gain is long-termcapital gain, and B's $10 loss is long-term
capital |oss.

(g) Interconpany gain followed by distribution to a nonnenber at a
| oss. The facts are the same as in paragraph (a) of this Exanple 1,
except that B distributes the land to X, a mnority sharehol der of B
and at the time of the distribution the land has a fair market val ue of
$90. The attributes and timng of S's interconpany gain and B's
corresponding |l oss are determ ned under the matching rule. Under section
311(a), B does not recognize its $10 loss on the distribution to X If S
and B were divisions of a single corporation and the interconpany sal e
were a transfer between divisions, B would succeed to S's $70 basis in
the Iand and woul d have a $20 gain fromthe distribution to X instead of
an unrecogni zed $10 | oss. Under paragraph (b)(3)(ii) of this section,
B's loss that is not recognized under section 311(a) is a correspondi ng
item Thus, S takes its $30 gain into account under the matching rule in
Year 3 to reflect the difference between B's $10 corresponding
unrecogni zed [ oss and the $20 reconputed gain. B's $10 correspondi ng
| oss offsets $10 of S's interconpany gain and, under paragraph (c)(4)(i)
of this section, the attributes of B's corresponding itemcontrol the
attributes of S's interconpany item Paragraph (c)(6) of this section
does not prevent the redetermination of S's interconpany item as
excluded from gross incone. (See paragraph (c)(6)(ii)(B) of this
section). Thus, $10 of S's $30 gain is redeterm ned to be excluded from
gross incone.

(h) Interconpany sale followed by section 1031 exchange with
nonmenber. The facts are the same as in paragraph (a) of this Exanple 1
except that, instead of selling the land to X, B exchanges the Il and for
and owned by X in a transaction to which section 1031 applies. There is



no difference in Year 3 between B's $0 corresponding itemtaken into
account and the $0 reconputed corresponding item Thus, none of S's

i nterconpany gain is taken into account under the matching rule as a
result of the section 1031 exchange. Instead, B's gain is preserved in
the I and received from X and, under the successor asset rule of
paragraph (j)(1) of this section, S's interconpany gain is taken into
account by reference to the replacenent property. (If B takes gain into
account as a result of boot received in the exchange, S s interconpany
gain is taken into account under the matching rule
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to the extent the boot causes a difference between B's gain taken into
account and the reconputed gain.)

(i) Interconpany sale followed by section 351 transfer to nonmenber.
The facts are the sane as in paragraph (a) of this Exanple 1, except
that, instead of selling the land to X, B transfers the land to X in a
transaction to which section 351(a) applies and X renmmi ns a nonmenber.
There is no difference in Year 3 between B's $0 corresponding itemtaken
into account and the $0 reconputed corresponding item Thus, none of S's
i nterconpany gain is taken into account under the matching rule as a
result of the section 351(a) transfer. However, S's entire gain is taken
into account in Year 3 under the acceleration rule of paragraph (d) of
this section (because X, a nonnenber, reflects B's $100 cost basis in
the | and under section 362).

Exanpl e 2. Dealer activities. (a) Facts. S holds land for investnent
with a basis of $70. On January 1 of Year 1, S sells the land to B for
$100. B develops the land as residential real estate, and sells
devel oped lots to customers during Year 3 for an aggregate amount of
$110.

(b) Attributes. S and B are treated under the matching rule as
di visions of a single corporation for purposes of determ ning the
attributes of S's interconpany itemand B's corresponding item Thus,
al though S held the land for investnment, whether the gain is treated as
fromthe sale of property described in section 1221(1) is based on the
activities of both S and B. If, based on both S's and B's activities,
the land is described in section 1221(1), both S's gain and B's gain are
ordi nary incone.

Exampl e 3. Interconpany section 351 transfer. (a) Facts. S holds
land with a $70 basis and a $100 fair market value for sale to custoners
in the ordinary course of business. On January 1 of Year 1, S transfers
the land to B in exchange for all of the stock of Bin a transaction to
whi ch section 351 applies. S has no gain or |oss under section 351(a),
and its basis in the B stock is $70 under section 358. Under section
362, B's basis in the land is $70. B holds the land for investment. On
July 1 of Year 3, B sells the land to X for $100. Assunme that if S and B
were divisions of a single corporation, B's gain fromthe sale would be
ordi nary income because of S's activities.

(b) Timng and attributes. Under paragraph (b)(1) of this section
S's transfer to Bis an interconpany transacti on. Under paragraph (c)(3)
of this section, Sis treated as transferring the land in exchange for
B's stock even though, as divisions, S could not owmn stock of B. S has
no interconpany item but B's $30 gain fromits sale of the land to X is
a corresponding item because the | and was acquired in an interconpany
transaction. B's $30 gain is ordinary incone that is taken into account
under B's nethod of accounting.

(c) Interconpany section 351 transfer with boot. The facts are the



same as in paragraph (a) of this Exanple 3, except that S receives $10
cash in addition to the B stock in the transfer. S recognizes $10 of
gai n under section 351(b), and its basis in the B stock is $70 under
section 358. Under section 362, B's basis in the land is $80. S takes
its $10 interconpany gain into account in Year 3 to reflect the $10

di fference between B's $20 correspondi ng gain taken into account and the
$30 reconmputed gain. Both S's $10 gain and B's $20 gain are ordinary

i ncorme.

(d) Partial disposition. The facts are the sane as in paragraph (c)
of this Exanple 3, except B sells only a one- half, undivided interest
inthe land to X for $50. The timng and attributes are determned in
t he manner provided in paragraph (b) of this Exanple 3, except that S
takes only $5 of its gain into account in Year 3 to reflect the $5
di fference between B's $10 gain taken into account and the $15
reconput ed gai n.

Exanpl e 4. Depreciable property. (a) Facts. On January 1 of Year 1,
S buys 10-year recovery property for $100 and depreciates it under the
straight-1line nethod. On January 1 of Year 3, S sells the property to B
for $130. Under section 168(i)(7), Bis treated as S for purposes of
section 168 to the extent B's $130 basis does not exceed S's adjusted
basis at the tine of the sale. B's additional basis is treated as new
10-year recovery property for which B elects the straight-line method of
recovery. (To sinplify the exanple, the half-year convention is
di sregarded.)

(b) Depreciation through Year 3; interconpany gain. S clains $10 of
depreciation for each of Years 1 and 2 and has an $80 basis at the tinme
of the sale to B. Thus, S has a $50 interconpany gain fromits sale to
B. For Year 3, B has $10 of depreciation with respect to $80 of its
basis (the portion of its $130 basis not exceeding S' s adjusted basis).
In addition, B has $5 of depreciation with respect to the $50 of its
addi tional basis that exceeds S s adjusted basis.

(c) Timng. S's $50 gain is taken into account to reflect the
di fference for each consolidated return year between B's depreciation
taken into account with respect to the property and the reconputed
depreciation. For Year 3, B takes $15 of depreciation into account. If
the interconpany transaction were a transfer between divisions of a
singl e corporation, B would succeed to S's adjusted basis in the
property and take into account only $10 of depreciation for Year 3.
Thus, S takes $5 of gain into account in Year 3. In each subsequent year
that B takes into account $15 of depreciation with respect to the
property, S takes into account $5 of gain.

(d) Attributes. Under paragraph (c)(1)(i) of this section, the
attributes of S's gain and B's depreciation nust be redeternmined to the
extent necessary to produce the sane effect on consolidated taxable
income as if the
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i nterconpany transaction were between divisions of a single corporation
(the group nust have a net depreciation deduction of $10). In each year
$5 of B's correspondi ng depreciation deduction offsets S's $5
i nterconpany gain taken into account and, under paragraph (c)(4)(i) of
this section, the attributes of B's corresponding itemcontrol the
attributes of S's interconpany item Accordingly, S s interconpany gain
that is taken into account as a result of B's depreciation deduction is
ordi nary incone.

(e) Sale of property to a nonnmenber. The facts are the same as in



paragraph (a) of this Exanple 4, except that B sells the property to X
on January 1 of Year 5 for $110. As set forth in paragraphs (c) and (d)
of this Exanple 4, B has $15 of depreciation with respect to the
property in each of Years 3 and 4, causing S to take $5 of interconpany
gain into account in each year as ordinary incone. The $40 bal ance of
S's interconpany gain is taken into account in Year 5 as a result of B's
sale to X, to reflect the $40 difference between B's $10 gain taken into
account and the $50 of reconputed gain ($110 of sale proceeds mnus the
$60 basis B woul d have if the interconpany sale were a transfer between
di visions of a single corporation). Treating S and B as divisions of a
singl e corporation, $40 of the gain is section 1245 gain and $10 is
section 1231 gain. On a separate entity basis, S would have nore than
$10 treated as section 1231 gain, and B would have no anmount treated as
section 1231 gain. Under paragraph (c)(4)(ii) of this section, all $10
of the section 1231 gain is allocated to S. S's renmining $30 of gain,
and all of B's $10 gain, is treated as section 1245 gain.

Exanpl e 5. Interconpany sale followed by installnment sale. (a)

Facts. S holds land for investnent with a basis of $70x. On January 1 of
Year 1, S sells the land to B for $100x. B also holds the land for
investment. On July 1 of Year 3, B sells the land to X in exchange for
X's $110x note. The note bears a narket rate of interest in excess of
the applicable Federal rate, and provides for principal paynents of $55x
in Year 4 and $55x in Year 5. The interest charge under section 453A(c)
applies to X' s note.

(b) Timing and attributes. S takes its $30x gain into account to
reflect the difference in each consolidated return year between B's gain
taken into account for the year and the reconputed gain. Under section
453, B takes into account $5x of gain in Year 4 and $5x of gain in Year
5. Thus, S takes into account $15x of gain in Year 4 and $15x of gain in
Year 5 to reflect the $15x difference in each of those years between B's
$5x gain taken into account and the $20x reconputed gain. Both S's $30x
gain and B's $10x gain are subject to the section 453A(c) interest
charge beginning in Year 3.

(c) Election out under section 453(d). If, under the facts in
paragraph (a) of this Exanple 5, the P group wishes to elect not to
apply section 453 with respect to S's gain, an election under section
453(d) must be made for Year 3 with respect to B's gain. This election
will cause B's $10x gain to be taken into account in Year 3. Under the
matching rule, this will result in S's $30x gain being taken into
account in Year 3. (An election by the P group solely with respect to
S's gain has no effect because the gain fromS's sale to Bis taken into
account under the matching rule, and therefore nust reflect the
di fference between B's gain taken into account and the reconputed gain.)

(d) Sale to a nonmenber at a |oss, but overall gain. The facts are
the sane as in paragraph (a) of this Exanple 5, except that B sells the
land to X in exchange for X's $90x note (rather than $110x note). If S
and B were divisions of a single corporation, B would succeed to S's
basis in the land, and the sale to X would be eligible for install nent
reporting under section 453, because it resulted in an overall gain.
However, because only gains may be reported on the install nment nethod,
B's $10x corresponding loss is taken into account in Year 3. Under
par agraph (b)(4) of this section the reconputed corresponding itemis
$20x gain that would be taken into account under the installnment nethod,
$0 in Year 3 and $10x in each of Years 4 and 5. Thus, in Year 3 S takes
$10x of gain into account to reflect the difference between B's $10x
| oss taken into account and the $0 reconputed gain for Year 3. Under
paragraph (c)(4)(i) of this section, B's $10x corresponding | oss offsets



$10x of S's interconpany gain, and B's attributes control. S takes $10x
of gain into account in each of Years 4 and 5 to reflect the difference
in those years between B's $0 gain taken into account and the $10x
reconputed gain that would be taken into account under the install nment
method. Only the $20x of S's gain taken into account in Years 4 and 5 is
subject to the interest charge under section 453A(c) beginning in Year

3. (If P elects under section 453(d) for Year 3 not to apply section 453
with respect to the gain, all of S's $30x gain will be taken into
account in Year 3 to reflect the difference between B's $10x | oss taken
into account and the $20x reconputed gain.)

(e) Interconpany |oss, installnent gain. The facts are the sane as
in paragraph (a) of this Exanple 5, except that S has a $130x (rather
than $70x) basis in the land. Under paragraph (c)(1)(i) of this section
the separate entity attributes of S's and B's itens fromthe
i nterconpany transaction nust be redeternmined to produce the sane effect
on consol i dated taxable incone (and tax liability) as if the transaction
had been a transfer between divisions. If S and B were divisions of a
single corporation, B would succeed to S's basis in the |and and the
group woul d have $20x loss fromthe sale to X, installnment reporting
woul d be unavail abl e, and the interest
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charge under section 453A(c) would not apply. Accordingly, B's gain from
the transaction is not eligible for installnment treatnent under section
453. B takes its $10x gain into account in Year 3, and S takes its $30x
of loss into account in Year 3 to reflect the difference between B's
$10x gain and the $20x reconputed | oss.

(f) Recapture incone. The facts are the same as in paragraph (a) of
this Exanple 5, except that S bought depreciable property (rather than
 and) for $100x, clained depreciation deductions, and reduced the
property's basis to $70x before Year 1. (To sinplify the exanple, B's
depreciation is disregarded.) If the interconpany sale of property had
been a transfer between divisions of a single corporation, $30x of the
$40x gain fromthe sale to X would be section 1245 gain (which is
ineligible for installnment reporting) and $10x woul d be section 1231
gain (which is eligible for installment reporting). On a separate entity
basis, S would have $30x of section 1245 gain and B woul d have $10x of
section 1231 gain. Accordingly, the attributes are not redeterm ned
under paragraph (c)(1)(i) of this section. Al of B's $10x gain is
eligible for installnent reporting and is taken into account $5x each in
Years 4 and 5 (and is subject to the interest charge under section
453A(c)). S's $30x gain is taken into account in Year 3 to reflect the
di fference between B's $0 gain taken into account and the $30x of
reconputed gain. (If S had bought the depreciable property for $110x and
its reconputed basis under section 1245 had been $110x (rather than
$100x), B's $10x gain and S's $30x gain woul d both be recapture incone
ineligible for installnment reporting.)

Exanple 6. Interconpany sale of installnment obligation. (a) Facts. S
holds |l and for investnent with a basis of $70x. On January 1 of Year 1,
S sells the land to X in exchange for X' s $100x note, and S reports its
gain on the installment nethod under section 453. X' s note bears
interest at a market rate of interest in excess of the applicable
Federal rate, and provides for principal paynents of $50x in Year 5 and
$50x in Year 6. Section 453A applies to X's note. On July 1 of Year 3, S
sells X's note to B for $100x, resulting in $30x gain fromS's prior
sale of the land to X under section 453B(a).



(b) Timng and attributes. S's sale of Xs note to Bis an
i nterconpany transaction, and S's $30x gain is interconpany gain. S
takes $15x of the gain into account in each of Years 5 and 6 to reflect
the $15x difference in each year between B's $0 gain taken into account
and the $15x reconputed gain. S's gain continues to be treated as its
gain fromthe sale to X, and the deferred tax liability remains subject
to the interest charge under section 453A(c).

(c) Worthlessness. The facts are the sane as in paragraph (a) of
this Exanple 6, except that X s note becones worthl ess on Decenber 1 of
Year 3 and B has a $100x short-term capital |oss under section 165(g) on
a separate entity basis. Under paragraph (c)(1)(ii) of this section, B's
hol ding period for X's note is aggregated with S's hol ding period. Thus,
B's loss is a long- termcapital loss. S takes its $30x gain into
account in Year 3 to reflect the $30x difference between B's $100x | oss
taken into account and the $70x reconmputed | oss. Under paragraph
(c)(1)(i) of this section, S's gain is long-termcapital gain.

(d) Pledge. The facts are the sane as in paragraph (a) of this
Exanpl e 6, except that, on Decenber 1 of Year 3, B borrows $100x from an
unrel ated bank and secures the indebtedness with X's note. X' s note
remai ns subject to section 453A(d) following the sale to B. Under
section 453A(d), B's $100x of proceeds fromthe secured indebtedness is
treated as an anount received on Decenber 1 of Year 3 by B on X' s note.
Thus, S takes its entire $30x gain into account in Year 3.

Exanpl e 7. Performance of services. (a) Facts. Sis a driller of
water wells. B operates a ranch in a renpte |ocation, and B' s taxable
income fromthe ranch is not subject to section 447. B's ranch requires
water to maintain its cattle. During Year 1, S drills an artesian wel
on B's ranch in exchange for $100 from B, and S incurs $80 of expenses
(e.g., for enmployees and equipnent). B capitalizes its $100 cost for the
wel | under section 263, and takes into account $10 of cost recovery
deductions in each of Years 2 through 11. Under its separate entity
nmet hod of accounting, S would take its inconme and expenses into account
in Year 1. If S and B were divisions of a single corporation, the costs
incurred in drilling the well would be capitalized.

(b) Definitions. Under paragraph (b)(1) of this section, the service
transaction is an interconpany transaction, Sis the selling nmenber, and
B is the buying nmenber. Under paragraph (b)(2)(ii) of this section, S's
$100 of inconme and $80 of rel ated expenses are both included in
determning its interconpany inconme of $20.

(c) Timng and attributes. S's $20 of interconpany incone is taken
into account under the matching rule to reflect the $20 difference
between B's corresponding itens taken into account (based on its $100
cost basis in the well) and the reconputed corresponding itens (based on
the $80 basis that B would have if S and B were divisions of a single
corporation and B's basis were deternined by reference to S's $80 of
expenses). In Year 1, S takes into account $80 of its incone and the $80
of expenses. In each of Years 2 through 11, S takes $2 of its $20
i nterconpany income into account to reflect the annual $2 difference
between B's $10 of cost recovery deductions taken into account and the
$8 of reconputed cost recovery deductions. S's $100 i ncone and $80
expenses, and B's cost recovery deductions, are ordinary
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items (because S's and B's itens would be ordinary on a separate entity
basis, the attributes are not redeterm ned under paragraph (c)(21)(i) of
this section). If S's offsetting $80 of income and expense woul d not be



taken into account in the same year under its separate entity nethod of
accounting, they neverthel ess nust be taken into account under this
section in a manner that clearly reflects consolidated taxable incone.
See paragraph (a)(3)(i) of this section.

(d) Sale of capitalized services. The facts are the same as in
paragraph (a) of this Exanple 7, except that B sells the ranch before
Year 11 and recogni zes gain attributable to the well. To the extent of
S's inconme taken into account as a result of B's cost recovery
deductions, as well as S's offsetting $80 of inconme and expense, the
timng and attributes are deternmined in the manner provided in paragraph
(c) of this Exanple 7. The attributes of the remai nder of S's $20 of
income and B's gain fromthe sale are redeterm ned to produce the sane
effect on consolidated taxable income as if S and B were divisions of a
single corporation. Accordingly, S's renmining interconpany incone is
treated as recapture incone or section 1231 gain, even though it is from
S's performance of services.

Exanpl e 8. Rental of property. B operates a ranch that requires
grazing land for its cattle. S owns undevel oped | and adjoining B's
ranch. On January 1 of Year 1, S |eases grazing rights to B for Year 1.
B's $100 rent expense is deductible for Year 1 under its separate entity
accounting nethod. Under paragraph (b)(1) of this section, the renta
transaction is an interconpany transaction, S is the selling nmenber, and
B is the buying nenber. S takes its $100 of incone into account in Year
1 to reflect the $100 difference between B's rental deduction taken into
account and the $0 reconputed rental deduction. S's incone and B's
deduction are ordinary itens (because S's interconpany itemand B's
corresponding itemwould both be ordinary on a separate entity basis,
the attributes are not redeternined under paragraph (c)(1)(i) of this
section).

Exanpl e 9. Interconpany sale of a partnership interest. (a) Facts. S
owns a 20% interest in the capital and profits of a general partnership
The partnership holds Iand for investnent with a basis equal to its
val ue, and operates depreci abl e assets which have value in excess of
basis. S's basis in its partnership interest equals its share of the
adj usted basis of the partnership's | and and depreci abl e assets. The
partnership has an el ection under section 754 in effect. On January 1 of
Year 1, S sells its partnership interest to B at a gain. During Years 1
t hrough 10, the partnership depreciates the operating assets, and B's
depreci ati on deductions fromthe partnership reflect the increase in the
basis of the depreci abl e assets under section 743(b).

(b) Timng and attributes. S's gain is taken into account during
Years 1 through 10 to reflect the difference in each year between B's
depreci ati on deductions fromthe partnership taken into account and the
reconmput ed depreciation deductions fromthe partnership. Under
paragraphs (c)(1)(i) and (c)(4)(i) of this section, S's gain taken into
account is ordinary incone. (The acceleration rule does not apply to S's
gain as a result of the section 743(b) adjustnent, because the
adjustnment is solely with respect to B and therefore no nonmenber
reflects any part of the interconpany transaction.)

(c) Partnership sale of assets. The facts are the sanme as in
paragraph (a) of this Exanple 9, and the partnership sells sone of its
depreci abl e assets to X at a gain on Decenber 31 of Year 4. In addition
to the interconpany gain taken into account as a result of the
partnership's depreciation, S takes interconpany gain into account in
Year 4 to reflect the difference between B' s partnership itens taken
into account fromthe sale (which reflect the basis increase under
section 743(b)) and the recomputed partnership itens. The attributes of



S's additional gain are redeterm ned to produce the sanme effect on
consol i dated taxable incone as if S and B were divisions of a single
corporation (recapture income or section 1231 gain).

(d) B's sale of partnership interest. The facts are the sanme as in
par agraph (a) of this Exanple 9, and on Decenber 31 of Year 4, B sells
its partnership interest to X at no gain or loss. In addition to the
i nterconpany gain taken into account as a result of the partnership's
depreciation, the renmnining balance of S's interconpany gain is taken
into account in Year 4 to reflect the difference between B's $0 gain
taken into account fromthe sale of the partnership interest and the
reconputed gain. The character of S s remaining interconpany item and
B's corresponding itemare determ ned on a separate entity basis under
section 751, and then redeternmined to the extent necessary to produce
the sane effect as treating the interconpany transaction as occurring
bet ween di vi sions of a single corporation.

(e) No section 754 election. The facts are the sane as in paragraph
(d) of this Exanple 9, except that the partnership does not have a
section 754 election in effect, and B recognizes a capital loss fromits
sal e of the partnership interest to X on Decenber 31 of Year 4. Because
there is no difference between B's depreciation deductions fromthe
partnership taken into account and the reconputed depreciation
deductions, S does not take any of its gain into account during Years 1
through 4 as a result of B's partnership's itens. Instead, S's entire
i nterconpany gain is taken into account in Year 4 to reflect the
di fference between B's | oss taken into account fromthe sale to X and
the reconputed gain or |oss.
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Exanpl e 10. Net operating | osses subject to section 382 or the SRLY
rules. (a) Facts. On January 1 of Year 1, P buys all of S s stock. S has
net operating |loss carryovers fromprior years. P's acquisition results
in an ownershi p change under section 382 with respect to S's |oss
carryovers, and S has a net unrealized built-in gain (within the nmeaning
of section 382(h)(3)). S owns nondepreci able property with a $70 basis
and $100 value. On July 1 of Year 3, S sells the property to B for $100,
and its $30 gain is recognized built-in gain (within the nmeani ng of
section 382(h)(2)) on a separate entity basis. On Decenber 1 of Year 5,
B sells the property to X for $90.

(b) Timing and attributes. S's $30 gain is taken into account in
Year 5 to reflect the $30 difference between B's $10 | oss taken into
account and the reconputed $20 gain. S and B are treated as divisions of
a single corporation for purposes of applying section 382 in connection
with the interconmpany transaction. Under a single entity analysis, the
single corporation has |osses subject to linmtation under section 382,
and this limtation my be increased under section 382(h) if the single
corporation has recognized built-in gain with respect to those | osses.
B's $10 corresponding |loss offsets $10 of S's interconpany gain, and
t hus, under paragraph (c)(4)(i) of this section, $10 of S's interconpany
gain is redeterm ned not to be recognized built-in gain. S's remaining
$20 interconpany gain continues to be treated as recognized built-in
gai n.

(c) B s recognized built-in gain. The facts are the same as in
paragraph (a) of this Exanple 10, except that the property declines in
val ue after S becomes a nmenber of the P group, S sells the property to B
for its $70 basis, and B sells the property to X for $90 during Year 5.
Treating S and B as divisions of a single corporation, S's sale to B



does not cause the property to cease to be built-in gain property. Thus,
B's $20 gain fromits sale to X is recognized built-in gain that
i ncreases the section 382 limtation applicable to S's | osses.

(d) SRLY limtation. The facts are the sane as in paragraph (a) of
this Exanple 10, except that S's net operating | oss carryovers are
subject to the separate return |imtation year (SRLY) rules. See
Sec. 1.1502-21T(c). The application of the SRLY rul es depends on S's
status as a separate corporation having | osses from separate return
limtation years. Under paragraph (c)(5), the attribute of S's
interconpany itemas it relates to S's SRLY limitation is not
redeterm ned, because the SRLY |imtation depends on S's special status.
Accordingly, S's $30 interconpany gain is included in determning its
SRLY limtation for Year 5.

Exanpl e 11. Section 475. (a) Facts. S, a dealer in securities within
t he neani ng of section 475(c), owns a security with a basis of $70. The
security is held for sale to custonmers and is not identified under
section 475(b) as within an exception to nmarking to market. On July 1 of
Year 1, S sells the security to B for $100. B is not a dealer and hol ds
the security for investment. On Decenber 31 of Year 1, the fair narket
val ue of the security is $100. On July 1 of Year 2, B sells the security
to X for $110.

(b) Attributes. Under section 475, a dealer in securities can treat
a security as within an exception to marking to market under section
475(b) only if it tinely identifies the security as so described. Under
the matching rule, attributes nmust be redeternined by treating S and B
as divisions of a single corporation. As a result of S's activities, the
single corporation is treated as a dealer with respect to securities,
and B nmust continue to mark to market the security acquired fromsS
Thus, B's corresponding itens and the reconputed corresponding itens are
determi ned by continuing to treat the security as not within an
exception to marking to market. Under section 475(d)(3), it is possible
for the character of S's interconpany itens to differ fromthe character
of B's corresponding itens.

(c) Timing and character. S has a $30 gain when it disposes of the
security by selling it to B. This gain is interconpany gain that is
taken into account in Year 1 to reflect the $30 difference between B's
$0 gain taken into account from marking the security to market under
section 475 and the reconputed $30 gain that would be taken into
account. The character of S's gain and B's gain are redeternmined as if
the security were transferred between divisions. Accordingly, S s gain
is ordinary incone under section 475(d)(3)(A) (i), but under section
475(d) (3)(B)(ii) B's $10 gain fromits sale to X is capital gain that is
taken into account in Year 2.

(d) Nondealer to dealer. The facts are the sane as in paragraph (a)
of this Exanple 11, except that S is not a dealer and holds the security
for investnent with a $70 basis, B is a dealer to which section 475
applies and, imediately after acquiring the security fromS for $100, B
hol ds the security for sale to custoners in the ordinary course of its
trade or business. Because S is not a dealer and held the security for
i nvestment, the security is treated as properly identified as held for
i nvest ment under section 475(b)(1) until it is sold to B. Under section
475(b)(3), the security thereafter ceases to be described in section
475(b) (1) because B holds the security for sale to custoners. The nark-
to-mar ket requirenment applies only to changes in the value of the
security after B's acquisition. B's mark-to-market gain taken into
account and the reconputed mark-to-market gain are both deterni ned based
on changes fromthe $100 val ue of the security at the time of B's



acqui sition. There is no difference between B's $0 nmark-to-nmarket gain
taken into account in Year 1 and the $0 reconputed
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mar k-t o- mar ket gain. Therefore, none of S's gain is taken into account
in Year 1 as a result of B's marking the security to market in Year 1.
In Year 2, B has a $10 gain when it disposes of the security by selling
it to X, but would have had a $40 gain if S and B were divisions of a
single corporation. Thus, S takes its $30 gain into account in Year 2
under the matching rule. Under section 475(d)(3), S s gain is capita
gai n even though B's subsequent gain or loss frommarking to market or
di sposing of the security is ordinary gain or loss. If B disposes of the
security at a $10 loss in Year 2, S's gain taken into account in Year 2
is still capital because on a single entity basis section 475(d)(3)
woul d provide for $30 of capital gain and $10 of ordinary | oss. Because
the attributes are not redetern ned under paragraph (c)(1)(i) of this
section, paragraph (c)(4)(i) of this section does not apply.
Furthernore, if B held the security for investnent, and so identified
the security under section 475(b)(1), the security would continue to be
excepted from marking to market.

Exanpl e 12. Section 1092. (a) Facts. On July 1 of Year 1, S enters
into offsetting long and short positions with respect to actively traded
personal property. The positions are not section 1256 contracts, and
they are the only positions taken into account for purposes of applying
section 1092. On August 1 of Year 1, S sells the long position to B at
an $11 loss, and there is $11 of unrealized gain in the offsetting short
position. On Decenber 1 of Year 1, B sells the long position to X at no
gain or |l oss. On Decenber 31 of Year 1, there is still $11 of unrealized
gain in the short position. On February 1 of Year 2, S closes the short
position at an $11 gain.

(b) Timng and attributes. If the sale fromS to B were a transfer
bet ween di vi sions of a single corporation, the $11 loss on the sale to X
woul d have been deferred under section 1092(a)(1)(A). Accordingly, there
is no difference in Year 1 between B's corresponding itemof $0 and the
reconputed corresponding itemof $0. S takes its $11 |loss into account
in Year 2 to reflect the difference between B's corresponding item of $0
taken into account in Year 2 and the reconputed |oss of $11 that would
have been taken into account in Year 2 under section 1092(a)(1)(B) if S
and B had been divisions of a single corporation. (The results are the
same under section 267(f)).

Exanpl e 13. Manufacturer incentive paynents. (a) Facts. Bis a
manuf acturer that sells its products to i ndependent deal ers for resale.
Sis acredit conpany that offers financing, including financing to
custoners of the dealers. S also purchases the product fromthe deal ers
for lease to custoners of the dealers. During Year 1, Binitiates a
program of incentive paynents to the dealers' custoners. Under B's
program S buys a product from an independent dealer for $100 and | eases
it to a nonmenber. S pays $90 to the dealer for the product, and assigns
to the dealer its $10 incentive paynent fromB. Under their separate
entity accounting nethods, B would deduct the $10 i ncentive paynent in
Year 1 and S would take a $90 basis in the product. Assune that if S and
B were divisions of a single corporation, the $10 paynment woul d not be
deducti ble and the basis of the property would be $100.

(b) Timng and attri butes. Under paragraph (b)(1) of this section
the incentive paynent transaction is an interconpany transaction. Under
paragraph (b)(2)(iii) of this section, S has a $10 interconpany item not



yet taken into account under its separate entity method of accounting.
Under the matching rule, S takes its interconpany iteminto account to
reflect the difference between B s corresponding itemtaken into account
and the reconputed corresponding item In Year 1 there is a $10

di fference between B's $10 deduction taken into account and the $0
reconput ed deduction. Accordingly, under the matching rule S nust take
the $10 incentive paynment into account as interconpany incone in Year 1.
S's $10 of inconme and B's $10 deduction are ordinary items. S's basis in
the product is $100 rather than the $90 it would be under S's separate
entity nethod of accounting. S's additional $10 of basis in the product
is recovered based on subsequent events (e.g., S's cost recovery
deductions or its sale of the product).

Exanpl e 14. Source of inconme under section 863. (a) Interconpany
sale with no i ndependent factory price. S manufactures inventory in the
United States, and recognizes $75 of income on sales to Bin Year 1. B
distributes the inventory in Country Y and recogni zes $25 of inconme on
sales to X, also in Year 1. Title passes fromS to B, and fromB to X,
in Country Y. There is no independent factory price (as defined in
regul ati ons under section 863) for the sale fromS to B. Under the
matching rule, S's $75 interconpany income and B's $25 correspondi ng
i ncome are taken into account in Year 1. In determ ning the source of
income, S and B are treated as divisions of a single corporation, and
section 863 applies as if $100 of incone were recogni zed from produci ng
in the United States and selling in Country Y. Assune that applying the
section 863 regulations on a single entity basis, $50 is treated as
foreign source income and $50 as U.S. source inconme. Assune further that
on a separate entity basis, S would have $37.50 of foreign source incone
and $37.50 of U.S. source incone, and that all of B's $25 of incone
woul d be foreign source income. Thus, on a separate entity basis, S and
B woul d have $62.50 of conbined foreign source inconme and $37.50 of U.S.
source inconme. Accordingly, under single entity treatment, $12.50 that
woul d be treated as foreign source income on a separate entity basis is
redetermned to be U S. source incone.
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Under paragraph (c)(1)(i) of this section, attributes are redetermn ned
only to the extent of the $12.50 necessary to achieve the same effect as
a single entity determination. Under paragraph (c)(4)(ii) of this
section, the redetermined attri bute must be allocated between S and B
usi ng a reasonabl e nethod. For exanple, it nay be reasonable to
recharacterize only S's foreign source income as U S. source incone
because only S would have any U.S. source incone on a separate entity
basis. However, it nmay al so be reasonable to allocate the redeterm ned
attribute between S and B in proportion to their separate entity anounts
of foreign source income (in a 3:2 ratio, so that $7.50 of S's foreign
source income is redetermned to be U.S. source and $5 of B's foreign
source income is redetermined to be U. S. source), provided the sane
method is applied to all simlar transactions within the group

(b) Interconpany sale with independent factory price. The facts are
the sane as in paragraph (a) of this Exanple 14, except that an
i ndependent factory price exists for the sale by S to B such that $70 of
S's $75 of incone is attributable to the production function. Assune
that on a single entity basis, $70 is treated as U S. source incone
(because of the existence of the independent factory price) and $30 is
treated as foreign source income. Assunme that on a separate entity
basis, $70 of S's inconme would be treated as U.S. source, $5 of S's



i ncome would be treated as foreign source inconme, and all of B's $25

i ncome would be treated as foreign source incone. Because the results
are the same on a single entity basis and a separate entity basis, the
attributes are not redeterm ned under paragraph (c)(1)(i) of this
secti on.

(c) Sale of property reflecting interconpany services or
i ntangi bles. S earns $10 of income performng services in the United
States for B. B capitalizes S's fees into the basis of property that it
manufactures in the United States and sells to an unrel ated person in
Year 1 at a $90 profit, with title passing in Country Y. Under the
matching rule, S's $10 income and B's $90 i ncone are taken into account
in Year 1. In deternmning the source of incone, S and B are treated as
di visions of a single corporation, and section 863 applies as if $100
were earned from manufacturing in the United States and selling in
Country Y. Assune that on a single entity basis $50 is treated as
foreign source incone and $50 is treated as U.S. source income. Assume
that on a separate entity basis, S would have $10 of U. S. source incone,
and B woul d have $45 of foreign source incone and $45 of U S. source
income. Accordingly, under single entity treatnment, $5 of incone that
woul d be treated as U.S. source inconme on a separate entity basis is
redeterm ned to be foreign source inconme. Under paragraph (c)(1)(i) of
this section, attributes are redetermned only to the extent of the $5
necessary to achieve the same effect as a single entity determ nation
Under paragraph (c)(4)(ii) of this section, the redeterm ned attribute
nmust be all ocated between S and B using a reasonable nethod. (If instead
of perform ng services, S licensed an intangible to B and earned $10
that would be treated as U.S. source incone on a separate entity basis,
the results would be the sane.)

Exanpl e 15. Section 1248. (a) Facts. On January 1 of Year 1, S fornms
FT, a wholly owned foreign subsidiary, with a $10 contribution. During
Years 1 through 3, FT has earnings and profits of $40. None of the
earnings and profits is taxed as subpart F incone under section 951, and
FT distributes no dividends to S during this period. On January 1 of
Year 4, S sells its FT stock to B for $50. Wiile B owns FT, FT has a
deficit in earnings and profits of $10. On July 1 of Year 6, B sells its
FT stock for $70 to X, an unrel ated foreign corporation.

(b) Timng. S's $40 of interconpany gain is taken into account in
Year 6 to reflect the difference between B's $20 of gain taken into
account and the $60 reconputed gain

(c) Attributes. Under the matching rule, the attributes of S's
i nterconpany gain and B's corresponding gain are redeterm ned to have
the sane effect on consolidated taxable inconme (and consolidated tax
liability) as if S and B were divisions of a single corporation. On a
single entity basis, there is $60 of gain and the portion which is
characterized as a dividend under section 1248 is determnmined on the
basis of FT's $30 of earnings and profits at the time of the sale of FT
to X (the sumof FT's $40 of earnings and profits while held by S and
FT's $10 deficit in earnings and profits while held by B). Therefore,
$30 of the $60 gain is treated as a dividend under section 1248. The
remaining $30 is treated as capital gain. On a separate entity basis,
all of S's $40 gain would be treated as a dividend under section 1248
and all of B's $20 gain would be treated as capital gain. Thus, as a
result of the single entity determ nation, $10 that would be treated as
a dividend under section 1248 on a separate entity basis is redetermn ned
to be capital gain. Under paragraph (c)(4)(ii) of this section, this
redeterm ned attribute nust be all ocated between S's interconmpany item
and B's corresponding item by using a reasonabl e nethod. On a separate



entity basis, only S would have any anount treated as a dividend under
section 1248 available for redeterm nation. Accordingly, $10 of S's
income is redeternmined to be not subject to section 1248, with the
result that $30 of S's interconpany gain is treated as a dividend and
the remaining $10 is treated as capital gain. Al of B's corresponding
gain is treated as capital gain, as it would be on a separate entity
basi s.

(d) B has loss. The facts are the sane as in paragraph (a) of this
Exanpl e 15, except that FT has no earnings and profits or deficit in
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earnings and profits while B owns FT, and B sells the FT stock to X for
$40. On a single entity basis, there is $30 of gain, and section 1248 is
applied on the basis of FT's $40 earnings and profits at the time of the
sale of FT to X. Under section 1248, the anount treated as a dividend is
l[imted to $30 (the ampunt of the gain). On a separate entity basis, S's
entire $40 gain would be treated as a dividend under section 1248, and
B's $10 |l oss would be a capital loss. B's $10 corresponding | oss offsets
$10 of S's interconpany gain and, under paragraph (c)(4)(i) of this
section, the attributes of B's corresponding itemcontrol. Accordingly,
$10 of S's gain nust be redeterm ned to be capital gain. B's $10 | oss
remains a capital loss. (If, however, S sold FT to B at a |l oss and B
sold FT to X at a gain, it may be unreasonable for the attributes of B's
corresponding gain to control S's offsetting interconpany loss. If B's
attributes were to control, for exanple, the group could possibly claim
a larger foreign tax credit than would be available if S and B were

di vi sions of a single corporation.)

(d) Acceleration rule. S's interconpany itens and B's correspondi ng
itenms are taken into account under this paragraph (d) to the extent they
cannot be taken into account to produce the effect of treating S and B
as divisions of a single corporation. For this purpose, the follow ng
rul es apply:

(1) Ssitenms--(i) Timng. Stakes its interconpany itens into
account to the extent they cannot be taken into account to produce the
effect of treating S and B as divisions of a single corporation. The
items are taken into account i mrediately before it first becones
i npossible to achieve this effect. For this purpose, the effect cannot
be achi eved- -

(A) To the extent an interconpany itemor corresponding itemwl|
not be taken into account in determ ning the group's consolidated
taxabl e i ncone (or consolidated tax liability) under the matching rule
(for exanple, if S or B becones a nonnmenber, or if S's interconpany item
is no longer reflected in the difference between B's basis (or an anpunt
equivalent to basis) in property and the basis (or equival ent amunt)
the property would have if S and B were divisions of a single
corporation); or

(B) To the extent a nonnmenber reflects, directly or indirectly, any
aspect of the interconpany transaction (e.g., if B's cost basis in
property purchased fromS is reflected by a nonmenber under section 362
following a section 351 transaction).

(ii) Attributes. The attributes of S's interconpany itens taken into
account under this paragraph (d)(1) are determ ned as foll ows:

(A) Sale, exchange, or distribution. If the itemis from an
i nt erconpany sal e, exchange, or distribution of property, its attributes
are determ ned under the principles of the matching rule as if B sold



the property, at the time the itemis taken into account under paragraph
(d)(1)(i) of this section, for a cash paynent equal to B s adjusted
basis in the property (i.e., at no net gain or loss), to the follow ng
per son:

(1) Property leaves the group. If the property is owned by a
nonmenber immediately after S's itemis taken into account, B is treated
as selling the property to that nonnmenber. If the nonnenber is related
for purposes of any provision of the Internal Revenue Code or
regul ations to any party to the interconpany transaction (or any rel ated
transaction) or to the commn parent, the nonmenber is treated as
related to B for purposes of that provision. For example, if the
nonmenber is related to P within the meani ng of section 1239(b), the
deened sale is treated as being described in section 1239(a). See
paragraph (j)(6) of this section, under which property is not treated as
bei ng owned by a nonnenber if it is owed by the comopn parent after the
common parent becones the only remaini ng nenber.

(2) Property does not |eave the group. If the property is not owned
by a nonmenber i mediately after S's itemis taken into account, B is
treated as selling the property to an affiliated corporation that is not
a nmenber of the group.

(B) OGther transactions. If the itemis from an interconpany
transaction other than a sale, exchange, or distribution of property
(e.g., income fromS's services capitalized by B), its attributes are
determined on a separate entity basis.

(2) B's itens--(i) Attributes. The attributes of B's corresponding
items continue to be redeterm ned under the principles of the matching
rule, with the follow ng adjustnents:
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(A) If S and B continue to join with each other in the filing of
consolidated returns, the attributes of B's corresponding itens (and any
appl i cabl e hol ding periods) are determ ned by continuing to treat S and
B as divisions of a single corporation.

(B) Once S and B no longer join with each other in the filing of
consolidated returns, the attributes of B's corresponding itens are
deternmined as if the S division (but not the B division) were
transferred by the single corporation to an unrel ated person. Thus, S's
activities (and any applicable holding period) before the interconpany
transaction continue to affect the attributes of the corresponding itens
(and any applicabl e hol di ng period).

(ii) Timng. If paragraph (d)(1) of this section applies to S, B
neverthel ess continues to take its corresponding itens into account
under its accounting nethod. However, the redeterm nation of the
attributes of a corresponding itemunder this paragraph (d)(2) m ght
affect its timng

(3) Exanples. The acceleration rule of this paragraph (d) is
illustrated by the follow ng exanpl es.

Exanpl e 1. Becom ng a nonnenber--timng. (a) Facts. S owns land with
a basis of $70. On January 1 of Year 1, S sells the land to B for $100.
On July 1 of Year 3, P sells 60%of S's stock to X for $60 and, as a
result, S becomes a nonnenber.

(b) Matching rule. Under the matching rule, none of S's $30 gain is
taken into account in Years 1 through 3 because there is no difference
between B's $0 gain or |loss taken into account and the reconputed gain
or |oss.



(c) Acceleration of S's interconpany itenms. Under the accel eration
rul e of paragraph (d) of this section, S's $30 gain is taken into
account in computing consolidated taxable income (and consolidated tax
liability) immediately before the effect of treating S and B as
di visions of a single corporation cannot be produced. Because the effect
cannot be produced once S becones a nonnmenber, S takes its $30 gain into
account in Year 3 i mediately before becom ng a nonnenber. S's gainis
reflected under Sec. 1.1502-32 in P's basis in the S stock i medi ately
before P's sale of the stock. Under Sec. 1.1502-32, P's basis in the S
stock is increased by $30, and therefore P's gain is reduced (or loss is
i ncreased) by $18 (60% of $30). See also Secs. 1.1502-33 and 1.1502-
76(b). (The results would be the same if S sold the land to B in an
install ment sale to which section 453 woul d ot herwi se apply, because S
nust take its interconpany gain into account under this section.)

(d) B's corresponding itens. Notwithstanding the acceleration of S's
gain, B continues to take its corresponding itens into account under its
accounting nethod. Thus, B's itens fromthe |and are taken into account
based on subsequent events (e.g., its sale of the land).

(e) Sale of B's stock. The facts are the sane as in paragraph (a) of
this Exanple 1, except that P sells 60%of B's stock (rather than S
stock) to X for $60 and, as a result, B becomes a nonmenber. Because the
effect of treating S and B as divisions of a single corporation cannot
be produced once B beconmes a nonnenber, S takes its $30 gain into
account under the acceleration rule imediately before B becones a
nonmenber. (The results would be the sane if S sold the land to B in an
install nent sale to which section 453 woul d ot herwi se apply, because S
nmust take its interconpany gain into account under this section.)

(f) Discontinue filing consolidated returns. The facts are the same
as in paragraph (a) of this Exanple 1, except that the P group receives
perm ssion under Sec. 1.1502-75(c) to discontinue filing consolidated
returns beginning in Year 3. Under the acceleration rule, S takes its
$30 gain into account on Decenber 31 of Year 2.

(g) No subgroups. The facts are the sane as in paragraph (a) of this
Exanpl e 1, except that P simultaneously sells all of the stock of both S
and B to X (rather than 60% of S's stock), and S and B becone nenbers of
the X consolidated group. Because the effect of treating S and B as
di visions of a single corporation in the P group cannot be produced once
S and B becone nonmenbers, S takes its $30 gain into account under the
acceleration rule i medi ately before S and B becone nonnenbers.
(Paragraph (j)(5) of this section does not apply to treat the X
consol i dated group as succeeding to the P group because the X group
acquired only the stock of S and B.) However, so long as S and B
continue to join with each other in the filing of consolidated returns,
B continues to treat S and B as divisions of a single corporation for
pur poses of deternmining the attributes of B's corresponding itens from
t he | and.

Exanpl e 2. Becom ng a nonnmenber--attributes. (a) Facts. S holds |and
for investment with a basis of $70. On January 1 of Year 1, S sells the
land to B for $100. B holds the land for sale to custonmers in the
ordi nary course of business, and expends substantial resources over a
t wo-year period subdividing, developing, and nmarketing the land. On July
1 of Year 3, before B has sold any of the land, P sells 60% of S s stock
to X for $60 and, as a result, S becomes a nonnenber.

(b) Attributes. Under the acceleration rule, the attributes of S's
gain are redeterm ned
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under the principles of the matching rule as if B sold the land to an
affiliated corporation that is not a nenber of the group for a cash
paynment equal to B's adjusted basis in the |and (because the | and
continues to be held within the group). Thus, whether S's gain is
capital gain or ordinary incone depends on the activities of both S and
B. Because S and B no longer join with each other in the filing of
consolidated returns, the attributes of B's corresponding itens (e.g.
fromits subsequent sale of the |land) are redeterni ned under the
principles of the matching rule as if the S division (but not the B

di vision) were transferred by the single corporation to an unrel ated
person at the time of P's sale of the S stock. Thus, B continues to take
into account the activities of S with respect to the |and before the

i nt erconpany transaction.

(c) Depreciable property. The facts are the sanme as in paragraph (a)
of this Exanple 2, except that the property sold by Sto Bis
depreci abl e property. Section 1239 applies to treat all of S's gain as
ordi nary inconme because it is taken into account as a result of B's
deened sale of the property to a affiliated corporation that is not a
menber of the group (a related person within the neaning of section
1239(h)).

Exanple 3. Selling nenber's disposition of installnment note. (a)
Facts. S owns land with a basis of $70. On January 1 of Year 1, S sells
the land to B in exchange for B's $110 note. The note bears a market
rate of interest in excess of the applicable Federal rate, and provides
for principal payments of $55 in Year 4 and $55 in Year 5. On July 1 of
Year 3, S sells B's note to X for $110.

(b) Timng. S's interconmpany gain is taken into account under this
section, and not under the rules of section 453. Consequently, S's sale
of B's note does not result in its interconmpany gain fromthe | and being
taken into account (e.g., under section 453B). The sal e does not prevent
S's interconpany itens and B's corresponding itens from being taken into
account in determning the group's consolidated taxable income under the
mat ching rule, and X does not reflect any aspect of the interconpany
transaction (X has its own cost basis in the note). Swll take the
i nterconpany gain into account under the matching rule or acceleration
rul e based on subsequent events (e.g., B s sale of the land). See al so
par agraph (g) of this section for additional rules applicable to B's
note as an interconpany obligation

Exanpl e 4. Cancel lation of debt and attri bute reducti on under
section 108(b). (a) Facts. S holds land for investnent with a basis of
$0. On January 1 of Year 1, S sells the land to B for $100. B al so hol ds
the land for investnent. During Year 3, B is insolvent and B' s nonnenber
creditors discharge $60 of B's indebtedness. Because of insolvency, B's
$60 di scharge is excluded from B's gross income under section 108(a),
and B reduces the basis of the Iand by $60 under sections 108(b) and
1017.

(b) Acceleration rule. As a result of B's basis reduction under
section 1017, $60 of S's interconpany gain will not be taken into
account under the matching rule (because there is only a $40 difference
between B's $40 basis in the land and the $0 basis the | and woul d have
if Sand B were divisions of a single corporation). Accordingly, S takes
$60 of its gain into account under the acceleration rule in Year 3. S's
gain is long-termcapital gain, determ ned under paragraph (d)(1)(ii) of
this section as if B sold the land to an affiliated corporation that is
not a menber of the group for $100 i mmedi ately before the basis
reducti on.



(c) Purchase price adjustnment. Assune instead that S sells the |and
to B in exchange for B's $100 purchase noney note, B remains solvent,
and S subsequently agrees to discharge $60 of the note as a purchase
price adjustnment to which section 108(e)(5) applies. Under applicable
principles of tax law, $60 of S's gain and $60 of B's basis in the |and
are elimnated and never taken into account. Simlarly, the note is not
treated as satisfied and rei ssued under paragraph (g) of this section.

Exanpl e 5. Section 481. (a) Facts. S operates several trades or
busi nesses, including a manufacturing business. S receives permission to
change its nethod of accounting for valuing inventory for its
manuf acturi ng business. S increases the basis of its ending inventory by
$100, and the related $100 positive section 481(a) adjustnment is to be
taken into account ratably over six taxable years, beginning in Year 1.
During Year 3, S sells all of the assets used in its manufacturing
business to B at a gain. Immediately after the transfer, B does not use
the sane inventory valuation nethod as S. On a separate entity basis,
S's sale results in an acceleration of the bal ance of the section 481(a)
adj ustnment to Year 3.

(b) Timng and attri butes. Under paragraph (b)(2) of this section
the bal ance of S's section 481(a) adjustnment accelerated to Year 3 is
i nterconpany i ncome. However, S's $100 basis increase before the
i nterconpany transaction elimnates the related difference for this
anount between B's corresponding itens taken into account and the
reconput ed corresponding itens in subsequent periods. Because the
accel erated section 481(a) adjustrment will not be taken into account in
deternmining the group's consolidated taxable incone (and consol i dated
tax liability) under the matching rule, the balance of S's section 481
adjustnent is taken into account under the acceleration rule as ordinary
income at the time of the interconpany transaction. (If S s sale had not
resulted in accelerating S's
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section 481(a) adjustnment on a separate entity basis, S would have no
i nterconpany incone to be taken into account under this section.)

(e) Sinmplifying rules--(1) Dollar-value LIFO inventory methods--(i)
In general. This paragraph (e)(1) applies if either S or B uses a
dol | ar-val ue LI FO i nventory nethod to account for interconpany
transactions. Rather than applying the matching rule separately to each
i nterconpany inventory transaction, this paragraph (e)(1) provides
met hods to apply an aggregate approach that is based on doll ar-val ue
LI FO i nventory accounting. Any nmethod sel ected under this paragraph
(e)(1) nust be applied consistently.

(ii) B uses dollar-value LIFO--(A) In general. If B uses a dollar-
value LIFO inventory nethod to account for its interconpany inventory
purchases, and includes all of its inventory costs incurred for a year
inits cost of goods sold for the year (that is, B has no inventory
increment for the year), S takes into account all of its interconpany
inventory itens for the year. If B does not include all of its inventory
costs incurred for the year in its cost of goods sold for the year (that
is, B has an inventory increnent for the year), S does not take all of
its interconpany inventory inconme or loss into account. The anpunt not
taken into account is determ ned under either the increnment averaging
nmet hod of paragraph (e)(1)(ii)(B) of this section or the increnment
val uati on net hod of paragraph (e)(1)(ii)(C) of this section. Separate
conputati ons are nmade for each pool of B that receives interconpany



purchases from S, and S's ampunt not taken into account is |ayered based
on B's LIFO inventory | ayers.

(B) Increnment averaging nethod. Under this paragraph (e)(1)(ii)(B),
t he anobunt not taken into account is the anmbunt of S's interconpany
inventory incone or loss nmultiplied by the ratio of the LIFO val ue of
B's current-year costs of its layer of increnent to B's total inventory
costs incurred for the year under its LIFO inventory nethod. If B
i ncludes nore than its inventory costs incurred during any subsequent
year in its cost of goods sold (a decrement), S takes into account the
i nterconpany inventory income or |loss layers in the same nmanner and
proportion as B takes into account its inventory decrenments.

(O Increnent valuation nethod. Under this paragraph (e)(1)(ii)(C
t he anobunt not taken into account is the anmbunt of S's interconpany
i nventory incone or loss for the appropriate period nmultiplied by the
ratio of the LIFO value of B's current-year costs of its |ayer of
increment to B's total inventory costs incurred in the appropriate
period under its LIFO inventory nethod. The principles of paragraph
(e)(1)(ii)(B) of this section otherwi se apply. The appropriate period is
the period of B's year used to determine its current-year costs.

(iii) S uses dollar-value LIFO If S uses a dollar-value LIFO
i nventory method to account for its interconpany inventory sales, S may
use any reasonable nethod of allocating its LIFO inventory costs to
i nterconpany transactions. LIFO inventory costs include costs of prior
|l ayers if a decrenent occurs. For exanple, a reasonable allocation of
the nost recent costs incurred during the consolidated return year can
be used to conpute S's interconpany inventory inconme or |oss for the
year if S has an inventory increment and uses the earliest acquisitions
costs method, but S nust apportion costs fromthe nost recent
appropriate layers of increment if an inventory decrenent occurs for the
year.

(iv) O her reasonable nmethods. S or B nmay use a net hod not
specifically provided in this paragraph (e)(1) that is expected to
reasonably take into account interconpany itens and corresponding itens
frominterconpany inventory transactions. However, if the nethod used
results, for any year, in a cunulative anount of interconpany inventory
items not taken into account by S that significantly exceeds the
cunul ative anount that would not be taken into account under paragraph
(e)(1)(ii) or (iii) of this section, S nust take into account for that
year the ampount necessary to elimnate the excess. The nethod is
thereafter applied with appropriate adjustnments to reflect the amount
taken into account.

(v) Exanples. The inventory rules of this paragraph (e)(1) are
illustrated by the followi ng exanpl es.
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Exanple 1. Increnent averagi ng nethod. (a) Facts. Both S and B use a
doubl e- ext ensi on, dollar-value LIFO inventory nethod, and both val ue
inventory increnments using the earliest acquisitions cost valuation
met hod. During Year 2, S sells 25 units of product Qto B on January 15
at $10/unit. S sells another 25 units on April 15, on July 15, and on
Sept enber 15, at $12/unit. S's earliest cost of product Qis $7.50/unit
and S's nost recent cost of product Qis $8.00/unit. Both S and B have
an inventory increnent for the year. B's total inventory costs incurred
during Year 2 are $6,000 and the LIFO value of B's Year 2 |ayer of



increment is $600.

(b) Interconpany inventory income. Under paragraph (e)(1)(iii) of
this section, S nust use a reasonable nmethod of allocating its LIFO
i nventory costs to interconpany transactions. Because S has an inventory
i ncrenment for Year 2 and uses the earliest acquisitions cost nethod, a
reasonabl e net hod of determning its interconpany cost of goods sold for
product Qis to use its nost recent costs. Thus, its interconpany cost
of goods sold is $800 ($8.00 nost recent cost, nultiplied by 100 units
sold to B), and its interconpany inventory incone is $350 ($1, 150 sales
proceeds from B m nus $800 cost).

(c) Timing. (i) Under the increnent averagi ng nethod of paragraph
(e)(1)(ii)(B) of this section, $35 of S's $350 of interconpany inventory
income is not taken into account in Year 2, conputed as follows:
[GRAPHIC] [TIFF OM TTED] TR18JY95. 002

(ii) Thus, $315 of S's interconpany inventory income is taken into
account in Year 2 ($350 of total intercompany inventory income mnus $35
not taken into account).

(d) S incurs a decrenent. The facts are the same as in paragraph (a)
of this Exanple 1, except that in Year 2, S incurs a decrenent equal to
50% of its Year 1 |layer. Under paragraph (e)(1)(iii) of this section, S
must reasonably allocate the LIFO cost of the decrenment to the cost of
goods sold to Bto determine S's interconpany inventory incone.

(e) Bincurs a decrenent. The facts are the sanme as in paragraph (a)
of this Exanple 1, except that B incurs a decrenent in Year 2. S nust
take into account the entire $350 of Year 2 interconpany inventory
i ncome because all 100 units of product Q are deenmed sold by B in Year
2.

Exanpl e 2. Increnment valuation method. (a) The facts are the sane as
in Exanple 1. In addition, B's use of the earliest acquisition' s cost
met hod of valuing its increments results in B valuing its year-end
i nventory using costs incurred from January through March. B's costs
incurred during the year are: $1,428 in the period January through
March; $1,498 in the period April through June; $1,524 in the period
July through Septenber; and $1,550 in the period Cctober through
Decenber. S's interconpany inventory incone for these periods is: $50 in
the period January through March ((25 x $10)-(25 x $8)); $100 in the
period April through June ((25 x $12)-(25 x $8)); $100 in the period
July through Septenber ((25 x $12)-(25 x $8)); and $100 in the period
Oct ober through Decenber ((25 x $12)-(25 x $8)).

(b) Timng. (i) Under the increment valuation nethod of paragraph
(e)(1)(ii)(C of this section, $21 of S's $350 of interconpany inventory
income is not taken into account in Year 2, conputed as follows:
[GRAPHIC] [TIFF OM TTED] TR18JY95. 003

(ii) Thus, $329 of S's interconpany inventory inconme is taken into
account in Year 2 ($350 of total interconmpany inventory income mnus $21
not taken into account).
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(c) B incurs a subsequent decrenment. The facts are the same as in
paragraph (a) of this Exanple 2. In addition, assune that in Year 3, B
experiences a decrenment in its pool that receives interconpany purchases
fromsS. B's decrenment equals 20% of the base-year costs for its Year 2
| ayer. The fact that B has incurred a decrenment neans that all of its
i nventory costs incurred for Year 3 are included in cost of goods sold.



As a result, S takes into account its entire amunt of interconpany
i nventory income fromits Year 3 sales. In addition, S takes into
account $4.20 of its Year 2 layer of interconmpany inventory income not
al ready taken into account (20% of $21).

Exanpl e 3. Ot her reasonable inventory nethods. (a) Facts. Both S and
B use a dollar-value LIFO inventory nethod for their inventory
transactions. During Year 1, S sells inventory to B and to X. Under
paragraph (e)(1)(iv) of this section, to conpute its interconpany
i nventory inconme and the anmobunt of this inconme not taken into account, S
conputes its interconpany inventory inconme using the transfer price of
the inventory itens |l ess a FIFO cost for the goods, takes into account
these itens based on a FIFO cost flow assunption for B's correspondi ng
items, and the LIFO nethods used by S and B are ignored for these
conput ations. These conputations are conparable to the nethods used by S
and B for financial reporting purposes, and the book nethods and results
are used for tax purposes. S adjusts the amount of interconpany
inventory itens not taken into account as required by section 263A.

(b) Reasonabl e nmethod. The nethod used by S is a reasonabl e nethod
under paragraph (e)(1)(iv) of this section if the cumulative amunt of
i nterconpany inventory itens not taken into account by S is not
significantly greater than the cunul ati ve anount that woul d not be taken
i nto account under the nmethods specifically described in paragraph
(e)(1) of this section. If, for any year, the nethod results in a
cumul ati ve amount of interconpany inventory itens not taken into account
by S that significantly exceeds the cunul ative anmobunt that would not be
taken into account under the nethods specifically provided, S nust take
into account for that year the anpbunt necessary to elimnate the excess.
The nmethod is thereafter applied with appropriate adjustnents to refl ect
the amount taken into account (e.g., to prevent the amount from being
taken into account nore than once).

(2) Reserve accounting--(i) Banks and thrifts. Except as provided in
paragraph (g)(3)(iv) of this section (deferral of itens from an
i nterconpany obligation), a nenber's addition to, or reduction of, a
reserve for bad debts that is mmintained under section 585 or 593 is
taken into account on a separate entity basis. For exanple, if S makes a
| oan to a nonnenber and subsequently sells the loan to B, any deduction
for an addition to a bad debt reserve under section 585 and any
recapture i ncome (or reduced bad debt deductions) are taken into account
on a separate entity basis rather than as interconpany itens or
corresponding itenms taken into account under this section. Any gain or
loss of Sfromits sale of the loan to B is taken into account under
this section, however, to the extent it is not attributable to recapture
of the reserve.

(ii) Insurance conpani es--(A) Direct insurance. |If a nenber provides
i nsurance to another nenber in an interconpany transaction, the
transaction is taken into account by both nmenbers on a separate entity
basis. For exanple, if one menmber provides life insurance coverage for
anot her menber with respect to its enployees, the prem uns, reserve
i ncreases and decreases, and death benefit paynments are deternm ned and
taken into account by both nenbers on a separate entity basis rather
than taken into account under this section as interconpany itens and
corresponding itens.

(B) Reinsurance--(1) In general. Paragraph (e)(2)(ii)(A) of this
section does not apply to a reinsurance transaction that is an
i nterconpany transaction. For exanple, if a nenber assunes all or a
portion of the risk on an insurance contract witten by another nenber,



the amounts transferred as reinsurance prem uns, expense all owances,
benefit reinbursenents, reinbursed policyhol der dividends, experience
rati ng adjustnents, and other simlar items are taken into account under
the matching rule and the acceleration rule. For purposes of this
section, the assuming conpany is treated as B and the ceding conpany is
treated as S.

(2) Reserves determ ned on a separate entity basis. For purposes of
deternmi ning the ampbunt of a nenber's increase or decrease in reserves,
the amobunt of any reserve itemlisted in section 807(c) or 832(b)(5)
resulting froma reinsurance transaction that is an interconpany
transaction is determ ned on a separate entity basis. But see section
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845, under which the Conm ssioner nay allocate between or anong the
menbers any itens, recharacterize any such itens, or make any ot her

adj ust ments necessary to reflect the proper source and character of the
separate taxable inconme of a nenber.

(3) Consent to treat interconpany transactions on a separate entity
basis--(i) General rule. The commpn parent may request consent to take
into account on a separate entity basis items frominterconpany
transactions other than interconpany transactions with respect to stock
or obligations of nenbers. Consent may be granted for all itens, or for
items froma class or classes of transactions. The consent is effective
only if granted in witing by the Internal Revenue Service. Unless
revoked with the witten consent of the Internal Revenue Service, the
separate entity treatnment applies to all affected interconpany
transactions in the consolidated return year for which consent is
granted and in all subsequent consolidated return years. Consent under
thi s paragraph (e)(3) does not apply for purposes of taking into account
| osses and deductions deferred under section 267(f).

(ii) Tinme and manner for requesting consent. The request for consent
described in paragraph (e)(3)(i) of this section nust be nade in the
formof a ruling request. The request nust be signed by the conmon
parent, include any information required by the Internal Revenue
Service, and be filed on or before the due date of the consolidated
return (not including extensions of tine) for the first consoli dated
return year to which the consent is to apply. The Internal Revenue
Service may inpose terms and conditions for granting consent. A copy of
the consent nust be attached to the group's consolidated returns (or
amended returns) as required by the terns of the consent.

(iii) Effect of consent on nethods of accounting. A consent for
separate entity accounting under this paragraph (e)(3), and a revocation
of that consent, may require changes in nmenbers' nethods of accounting
for interconpany transacti ons. Because the consent, or a revocation of
the consent, is effective for all interconpany transactions occurring in
the consolidated return year for which the consent or revocation is
first effective, any change in nethod is effected on a cut-off basis.
Section 446(e) consent is granted for any changes in nethods of
accounting for interconpany transactions that are necessary solely to
conforma nmenber's nmethods to a binding consent with respect to the
group under this paragraph (e)(3) or the revocation of that consent,
provi ded the changes are nmade in the first consolidated return year for
whi ch the consent or revocation under this paragraph (e)(3) is
effective. Therefore, section 446(e) consent nust be separately
request ed under applicable administrative procedures if a nmenber has
failed to conformits practices to the separate entity accounting



provi ded under this paragraph (e)(3) or the revocation of that treatnent
in the first consolidated return year for which the consent to use
separate entity accounting or revocation of that consent is effective.

(iv) Consent to treat interconpany transactions on a separate entity
basi s under prior law. A group that has received consent that is in
effect as of the first day of the first consolidated return year
begi nning on or after July 12, 1995 to treat certain interconpany
transactions as provided in Sec. 1.1502-13(c)(3) of the regulations (as
contained in the 26 CFR part 1 edition revised as of April 1, 1995) will
be considered to have obtained the consent of the Conmm ssioner to take
items frominterconpany transactions into account on a separate entity
basis as provided in paragraph (e)(3)(i) of this section. This treatnent
is applicable only to the items, class or classes of transactions for
whi ch consent was granted under prior |aw

(f) Stock of menmbers--(1) In general. In addition to the genera
rules of this section, the rules of this paragraph (f) apply to stock of
menbers.

(2) Interconpany distributions to which section 301 applies--(i) In
general . This paragraph (f)(2) provides rules for interconpany
transactions to which section 301 applies (interconpany distributions).
For purposes of determ ning whether a distribution is an interconpany
distribution, it is treated as occurring under the principles of the
entitlenent rule of paragraph (f)(2)(iv)
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of this section. A distribution is not an interconpany distribution to
the extent it is deducted by the distributing nmenber. See, for exanple,
section 1382(c)(1).

(ii) Distributee nenber. An interconpany distribution is not
included in the gross inconme of the distributee nenber (B). However,
this exclusion applies to a distribution only to the extent there is a
correspondi ng negative adjustnent reflected under Sec. 1.1502-32 in B's
basis in the stock of the distributing nmenber (S). For exanple, no
anount is included in B's gross incone under section 301(c)(3) froma
distribution in excess of the basis of the stock of a subsidiary that
results in an excess | oss account under Sec. 1.1502-32(a) which is
treated as negative basis under Sec. 1.1502-19. B's dividend received
deduction under section 243(a)(3) is determ ned without regard to any
i nterconpany distributions under this paragraph (f)(2) to the extent
they are not included in gross incone. See Sec. 1.1502-26(b)
(applicability of the dividends received deduction to distributions not
excluded from gross incone, such as a distribution fromthe commn
parent to a subsidiary owning stock of the comopn parent).

(iii) Distributing menber. The principles of section 311(b) apply to
S's loss, as well as gain, froman interconpany distribution of
property. Thus, S s loss is taken into account under the matching rule
if the property is subsequently sold to a nonmenber. However, section
311(a) continues to apply to distributions to nonnenbers (for exanple,
| oss is not recognized).

(iv) Entitlement rule--(A) In general. For all Federal income tax
purposes, an interconpany distribution is treated as taken into account
when the sharehol di ng nmenber becones entitled to it (generally on the
record date). For exanple, if B becones entitled to a cash distribution
before it is nade, the distribution is treated as nmade when B becones
entitled to it. For this purpose, Bis treated as entitled to a
distribution no later than the tinme the distribution is taken into



account under the Internal Revenue Code (e.g., under section 305(c)). To
the extent a distribution is not made, appropriate adjustments nust be
made as of the date it was taken into account.

(B) Nonnmenber sharehol ders. If nonmenbers own stock of the
distributing corporation at the tinme the distribution is treated as
occurring under this paragraph (f)(2)(iv), appropriate adjustments nust
be made to prevent the acceleration of the distribution to nenbers from
affecting distributions to nonnenbers.

(3) Boot in an interconpany reorganization--(i) Scope. This
par agraph (f)(3) provides additional rules for an interconpany
transaction in which the recei pt of noney or other property
(nonqual i fying property) results in the application of section 356. For
exanpl e, the distribution of stock of a |ower-tier nmenber to a higher-
tier menber in an interconpany transaction to which section 355 would
apply but for the receipt of nonqualifying property is a transaction to
which this paragraph (f)(3) applies. This paragraph (f)(3) does not
apply if a party to the transaction beconmes a nmenber or nonnenber as
part of the same plan or arrangenent. For exanple, if S nmerges into a
nonmenber in a transaction described in section 368(a)(1)(A), this
par agraph (f)(3) does not apply.

(ii) Treatnment. Nonqualifying property received as part of a
transaction described in this paragraph (f)(3) is treated as received by
the nenber shareholder in a separate transaction. See, for exanple,
sections 302 and 311 (rather than sections 356 and 361). The
nonqual i fying property is treated as taken into account inmmediately
after the transaction if section 354 would apply but for the fact that
nonqual i fying property is received. It is treated as taken into account
i medi ately before the transaction if section 355 would apply but for
the fact that nonqualifying property is received. The treatnment under
this paragraph (f)(3)(ii) applies for all Federal incone tax purposes.

(4) Acquisition by issuer of its own stock. If a nenber acquires its
own stock, or an option to buy or sell its own stock, in an interconpany
transaction, the nenber's basis in that stock or option is treated as
elimnated for all purposes. Accordingly, S s interconpany itens from
the stock or options of B are taken into account under

[[ Page 205]]

this section if B acquires the stock or options in an interconpany
transaction (unless, for exanple, B acquires the stock in exchange for
successor property within the neani ng of paragraph (j)(1) of this
section in a nonrecognition transaction). For exanple, if B redeens its
stock fromS in a transaction to which section 302(a) applies, S's gain
fromthe transaction is taken into account i mredi ately under the

accel eration rule.

(5) Certain liquidations and distributions--(i) Netting allowed. S's
interconpany itemfroma transfer to B of the stock of another
corporation (T) is taken into account under this section in certain
ci rcunst ances even though the T stock is never held by a nonmenber after
the interconpany transaction. For exanple, if S sells all of T s stock
to B at a gain, and T subsequently liquidates into Bin a separate
transaction to which section 332 applies, S's gain is taken into account
under the matching rule. Under paragraph (c)(6)(ii) of this section, S's
i nterconpany gain taken into account as a result of a liquidation under
section 332 or a conparabl e nonrecognition transaction is not
redeterm ned to be excluded from gross inconme. Under this paragraph
(f)(5) (i), if S has both interconpany income or gain and interconpany



deduction or |oss attributable to stock of the sane corporation having
the sane material terms, only the incone or gain in excess of the
deduction or | oss is subject to paragraph (c)(6)(ii) of this section
Thi s paragraph (f)(5)(i) applies only to a transaction in which B's
basis inits T stock is permanently elimnated in a |iquidation under
section 332 or any conparabl e nonrecognition transaction, including--

(A) A nerger of Binto T under section 368(a);

(B) Adistribution by B of its T stock in a transaction described in
section 355; or

(C) A deened liquidation of T resulting froman el ection under
section 338(h)(10).

(ii) Elective relief--(A) In general. If an election is nmade
pursuant to this paragraph (f)(5)(ii), certain transactions are
recharacterized to prevent S's itens from being taken into account or to
provi de offsets to those itens. This paragraph (f)(5)(ii) applies only
if Tis a nmenber throughout the period beginning with S's transfer and
ending with the conpletion of the nonrecognition transaction

(B) Section 332--(1) In general. |If section 332 applies to T's
liquidation into B, and B transfers T's assets to a new nenber (new T)
in a transaction not otherw se pursuant to the same plan or arrangenent
as the liquidation, the transfer is nevertheless treated for all Federa
i ncome tax purposes as pursuant to the sanme plan or arrangenent as the
liquidation. For exanple, if T liquidates into B, but B forns new T by
transferring substantially all of T's fornmer assets to new T, S's
i nterconpany gain or |oss generally is not taken into account solely as
a result of the liquidation if the liquidation and transfer would
qualify as a reorganization described in section 368(a). (Under
paragraph (j)(1) of this section, B's stock in new T would be a
successor asset to B's stock in T, and S's gain would be taken into
account based on the new T stock.)

(2) Time limtation and adjustnments. The transfer of an asset to new
T not otherw se pursuant to the sane plan or arrangenent as the
liquidation is treated under this paragraph (f)(5)(ii)(B) as pursuant to
the sane plan or arrangenent only if B transfers it to new T pursuant to
a witten plan, a copy of which is attached to a tinely filed origina
return (including extensions) for the year of T's liquidation, and the
transfer is conpleted within 12 nonths of the filing of that return
Appropriate adjustments are nmade to reflect any events occurring before
the formation of new T and to reflect any assets not transferred to new
T as part of the same plan or arrangenent. For exanple, if B retains an
asset in the reorgani zation, the asset is treated under paragraph (f)(3)
of this section as acquired by new T but distributed to B imediately
after the reorgani zation.

(3) Downstream nmerger, etc. The principles of this paragraph
(f)(5)(ii)(B) apply, with appropriate adjustnents, if B's basis in the T
stock is elinmnated in a transaction simlar to a section 332
liquidation, such as a transaction described in section 368 in which B
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nmerges into T. For exanple, if S and B are subsidiaries, and S sells al
of T's stock to B at a gain followed by B's nerger into T in a separate
transaction described in section 368(a), S's gain is not taken into
account solely as a result of the nerger if T (as successor to B) forns
new T with substantially all of T's former assets.

(C) Section 338(h)(10)--(1) In general. This paragraph (f)(5)(ii)(CO
applies to a deened |iquidation of T under section 332 as the result of



an el ection under section 338(h)(10). This paragraph (f)(5)(ii)(C does
not apply if paragraph (f)(5)(ii)(B) of this section is applied to the
deened |iquidation. Under this paragraph, B is treated with respect to
each share of its T stock as recogni zing as a correspondi ng item any

| oss or deduction it would recognize (determ ned after adjusting stock
basi s under Sec. 1.1502-32) if section 331 applied to the deened
liquidation. For all other Federal inconme tax purposes, the deened
liquidation remains subject to section 332.

(2) Limtation on amobunt of | oss. The anobunt of B's |oss or
deduction under this paragraph (f)(5)(ii)(C) is limted as foll ows--

(i) The aggregate anmount of | oss recognized with respect to T stock
cannot exceed the anmount of S's interconpany incone or gain that is in
excess of S' s interconpany deduction or loss with respect to shares of T
stock having the same material terns as the shares giving rise to S's
i nt erconpany i ncone or gain; and

(ii) The aggregate anount of |oss recogni zed under this paragraph
(f)(5)(ii)(C fromT s deened |iquidation cannot exceed the net anpunt
of deduction or loss (if any) that would be taken into account fromthe
deened liquidation if section 331 applied with respect to all T shares.

(3) Asset sale, etc. The principles of this paragraph (f)(5)(ii)(0O
apply, with appropriate adjustnents, if T transfers all of its assets to
a nonnmenber and conpletely liquidates in a transaction conparable to the
section 338(h)(10) transaction described in paragraph (f)(5)(ii)(C (1)
of this section. For exanple, if S sells all of T's stock to B at a gain
followed by T's nerger into a nonnenber in exchange for a cash paynent
to Bin a transaction treated for Federal income tax purposes as T's
sale of its assets to the nonnenber and conplete |iquidation, the nerger
is ordinarily treated as a comparabl e transaction

(D) Section 355. If B distributes the T stock in an interconpany
transaction to which section 355 applies (including an interconpany
transaction to which 355 applies because of the application of paragraph
(f)(3) of this section), the redeterm nation of the basis of the T stock
under section 358 could cause S's gain or loss to be taken into account
under this section. This paragraph (f)(5)(ii)(D) applies to treat B's
distribution as subject to sections 301 and 311 (as nodified by this
paragraph (f)), rather than section 355. The election will prevent S's
gain or loss frombeing taken into account inmmedi ately to the extent
mat chi ng remai ns possible, but B's gain or loss fromthe distribution
will also be taken into account under this section

(E) Election. An election to apply this paragraph (f)(5)(ii) is made
in a separate statenent entitled "“[Insert Nane and Enpl oyer
Identification Nunmber of Common Parent] HEREBY ELECTS THE APPLI CATI ON OF
Sec. 1.1502-13(f)(5)(ii)."" The election nmust include a description of
S's interconpany transaction and T's l|iquidation (or other transaction).
It nmust specify which provision of Sec. 1.1502-13(f)(5)(ii) applies and
how it alters the otherw se applicable results under this section
(including, for exanple, the anpbunt of S' s interconpany itens and the
amount deferred or offset as a result of this Sec. 1.1502-13(f)(5)(ii)).
A separate el ection nmust be made for each application of this paragraph
(f)(5)(ii). The election nust be signed by the comopn parent and filed
with the group's incone tax return for the year of T s liquidation (or
ot her transaction). The Conm ssioner may inpose reasonable terms and
conditions to the application of this paragraph (f)(5)(ii) that are
consistent with the purposes of this section.

(6) Stock of common parent. In addition to the general rules of this
section, this paragraph (f)(6) applies to parent stock (P stock) and
positions in P stock held or entered into by another nenber.
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For this purpose, P stock is any stock of the common parent held
(directly or indirectly) by another nenber or any stock of a nenber (the
i ssuer) that was the common parent if the stock was held (directly or
indirectly) by another menber while the issuer was the conmobn parent.

(i) Loss stock--(A) Recognized |oss. Any | oss recognized, directly
or indirectly, by a nenber with respect to P stock is permanently
di sal | owed and does not reduce earnings and profits. See Sec. 1.1502-
32(b)(3)(iii)(A) for a corresponding reduction in the basis of the
menber's stock.

(B) Oher cases. If a nenmber, M owns P stock, the stock is
subsequent|ly owned by a nonnenber, and, inmediately before the stock is
owned by the nonnenber, Ms basis in the share exceeds its fair market
val ue, then, to the extent paragraph (f)(6)(i)(A) of this section does
not apply, Ms basis in the share is reduced to the share's fair narket
val ue i mMmedi ately before the share is held by the nonnmenber. For
exanple, if Mowns shares of P stock with a $100x basis and M becones a
nonmenber at a time when the P shares have a val ue of $60x, Ms basis in
the P shares is reduced to $60x i medi ately before M becones a
nonmenber. Simlarly, if Mcontributes the P stock to a nonmenber in a
transacti on subject to section 351, Ms basis in the shares is reduced
to $60x i mredi ately before the contribution. See Sec. 1.1502-
32(b)(3)(iii)(B) for a corresponding reduction in the basis of Ms
st ock.

(C) Waiver of built-in loss on P stock--(1) In general. If a
nonmenber that owns P stock with a basis in excess of its fair market
val ue becones a member of the P consolidated group in a qualifying cost
basi s transaction, the group may meke an irrevocabl e el ection to reduce
the basis of the P stock to its fair market val ue i mredi ately before the
nonmenber becones a nenber of the P group. |If the nonnenber was a nenber
of another consolidated group i medi ately before beconm ng a nenber of
the P group, the reduction in basis is treated as occurring i medi ately
after it ceases to be a nenber of the prior group. A qualifying cost
basis transaction is the purchase (i.e., a transaction in which basis is
deternmi ned under section 1012) by nmenbers of the P consolidated group
(while they are nmenmbers) in a 12-nonth period of an anmount of the
nonmenber's stock satisfying the requirements of section 1504(a)(2).

(2) Election. The election described in this paragraph (6) (i) (C
nust be made in a separate statenent entitled "~ ELECTI ON TO REDUCE BASI S
OF P STOCK UNDER Sec. 1.1502-13(f)(6)."'' The statenent nust be filed
with the P consolidated group's return for the year in which the
nonmenber becones a nmenber, and it nust be signed by both P and the
nonmenber. The statenment nust identify the fair nmarket value of, and the
amount of the basis reduction in, the P stock

(ii) Gain stock. If a nmenber, M would otherw se recognize gain on a
qualified disposition of P stock, then imediately before the qualified
di sposition, Mis treated as purchasing the P stock fromP for fair
mar ket val ue with cash contributed to Mby P (or, if necessary, through
any internedi ate menbers). A disposition is a qualified disposition only
if--

(A) The nmenber acquires the P stock directly fromthe common parent
(P) through a contribution to capital or a transaction qualifying under
section 351(a) (or, if necessary, through a series of such transactions
i nvol vi ng only nenbers);

(B) Pursuant to a plan, the nenber transfers the stock inmediately



to a nonnenber that is not related, within the neaning of section 267(b)
or 707(b), to any nenber of the group

(C) No nonnmenber receives a substituted basis in the stock within
t he meani ng of section 7701(a)(42);

(D) The P stock is not exchanged for P stock

(E) P neither becones nor ceases to be the commopn parent as part of,
or in contenplation of, the disposition or plan; and

(F) Mis neither a nonnenber that beconmes a menber nor a nenber that
beconmes a nonnenber as part of, or in contenplation of, the disposition
or plan.

(iii) Mark-to-market of P stock. Paragraphs (f)(6)(i) and (ii) of
this section shall not apply to any gain or loss from
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a share of P stock held by a nenber, M if--

(A) Mregularly trades in P stock (of the same class) with custoners
in the ordinary course of its business as a dealer

(B) The gain or loss on the share is taken into account by M
pursuant to section 475(a);

(C) Ms basis in the share is not adjusted by reference to the basis
of any other property or by reference to income, gain, deduction, or
| oss from other property; and

(D) Neither M nor any other nenber of the group has structured or
engaged in any transaction while a nmenber (or in anticipation of
becom ng a nenber), during the taxable year or in any year within the
preceding five taxable years that is open for assessnment under section
6501, with a principal purpose of avoiding gain or creating |loss on P
stock subject to section 475(a).

(iv) Options, warrants, and other positions--(A) In general. This
paragraph (f)(6) applies with appropriate adjustnments to positions in P
stock to the extent that P's gain or loss froman equival ent position
woul d not be recogni zed under section 1032. Thus, if M purchases an
option to buy or sell P stock and sells the option at a |loss, the |oss
is permanently disallowed under paragraph (f)(6)(i)(A) of this section.
Simlarly, if Mis the grantor of such an option and becones a
nonmenber, then the principles of paragraph (f)(6)(i)(B) of this section
apply to the extent that M would recogni ze | oss fromcash settl enent of
the option at its fair market value inmmedi ately before M becones a
nonnmenber, and proper adjustnments nust be made in the anpbunt of any gain
or | oss subsequently realized fromthe position by M |If P grants M an
option to acquire P stock in a transaction neeting the requirenments of
paragraph (f)(6)(ii) of this section, Mis treated as having purchased
the option fromP for fair market value with cash contributed to M by P.

(B) Mark-to-market of positions in P stock. For purposes of
paragraph (f)(6)(iii) of this section, gain or loss with respect to a
position taken into account under section 1256(a) is treated as taken
into account under section 475(a) to the extent that the gain or |oss
woul d be taken into account under the principles of section 475.

(v) Effective date. This paragraph (f)(6) applies to gain or |oss
taken into account on or after July 12, 1995, and to transactions
occurring on or after July 12, 1995. For exanple, if S sells P stock to
B at a loss prior to July 12, 1995, and B sells the P stock to a
nonmenber after July 12, 1995, S's loss is disallowed because it is
taken into account after July 12, 1995. If a taxpayer takes a gain or
| oss into account or engages in a transaction on or after July 12, 1995,
during a tax year ending prior to December 31, 1995, the taxpayer may



treat the gain or loss or the transaction under the rules published in
1995-32 |. R B. 47, instead of under the rules of this paragraph (f)(6).

(7) Exanples. The application of this section to interconpany
transactions with respect to stock of nenmbers is illustrated by the
fol |l owi ng exanpl es.

Exanpl e 1. Dividend exclusion and property distribution. (a) Facts.
S owns land with a $70 basis and $100 value. On January 1 of Year 1, P's
basis in S's stock is $100. During Year 1, S declares and makes a
di vidend distribution of the land to P. Under section 311(b), S has a
$30 gain. Under section 301(d), P's basis in the land is $100. On July 1
of Year 3, P sells the land to X for $110.

(b) Dividend elimnation and stock basis adjustnents. Under
paragraph (b)(1) of this section, S's distribution to Pis an
i nterconpany distribution. Under paragraph (f)(2)(ii) of this section
P's $100 of dividend inconme is not included in gross inconme. Under
Sec. 1.1502-32, P's basis in S's stock is reduced from $100 to $0 in
Year 1.

(c) Matching rule and stock basis adjustnments. Under the matching
rule (treating P as the buying menmber and S as the selling nenber), S
takes its $30 gain into account in Year 3 to reflect the $30 difference
between P's $10 gain taken into account and the $40 reconputed gain.
Under Sec. 1.1502-32, P's basis in S's stock is increased from $0 to $30
in Year 3.

(d) Loss property. The facts are the sane as in paragraph (a) of
this Exanple 1, except that S has a $130 (rather than $70) basis in the
| and. Under paragraph (f)(2)(iii) of this section, the principles of
section 311(b) apply to S's loss fromthe interconpany distribution
Thus, S has a $30 loss that is taken into account under the matching
rule in Year 3 to reflect the $30 difference between P's $10 gain taken
into account and the $20 reconputed |l oss. (The results are the sane
under section 267(f).) Under Sec. 1.1502-32, P's basis in S s stock
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is reduced from$100 to $0 in Year 1, and from $0 to a $30 excess | oss
account in Year 3. (If P had distributed the land to its sharehol ders,
rather than selling the land to X, P would take its $10 gai n under
section 311(b) into account, and S would take its $30 | oss into account
under the matching rule with $10 offset by P's gain and $20
recharacterized as a noncapital, nondeductible anpunt.)

(e) Entitlement rule. The facts are the sane as in paragraph (a) of
this Exanple 1, except that, after P becones entitled to the
di stribution but before the distribution is nade, S issues additiona
stock to the public and beconmes a nonnenber. Under paragraph (f)(2)(i)
of this section, the determ nati on of whether a distribution is an
i nterconpany distribution is nade under the entitlenment rule of
paragraph (f)(2)(iv) of this section. Treating S's distribution as nmade
when P becones entitled to it results in the distribution being an
i nterconpany distribution. Under paragraph (f)(2)(ii) of this section
the distribution is not included in P's gross income. S's $30 gain from
the distribution is interconpany gain that is taken into account under
the acceleration rule i medi ately before S becones a nonnenber. Thus,
there is a net $70 decrease in P's basis in its S stock under
Sec. 1.1502-32 ($100 decrease for the distribution and a $30 increase
for S's $30 gain). See also Sec. 1.1502-20(b) (additional stock basis
reducti ons applicable to certain deconsolidations). Under paragraph



(f)(2)(iv) of this section, P does not take the distribution into
account agai n under separate return rules when received, and P is not
entitled to a dividends received deduction

Exanpl e 2. Excess | oss accounts. (a) Facts. S owns all of T's only
class of stock with a $10 basis and $100 value. S has substantia
earnings and profits, and T has $10 of earnings and profits. On January
1 of Year 1, S declares and distributes a dividend of all of the T stock
to P. Under section 311(b), S has a $90 gain. Under section 301(d), P's
basis in the T stock is $100. During Year 3, T borrows $90 and decl ares
and makes a $90 distribution to P to which section 301 applies, and P's
basis in the T stock is reduced under Sec. 1.1502-32 from $100 to $10.
During Year 6, T has $5 of earnings that increase P's basis in the T
stock under Sec. 1.1502-32 from $10 to $15. On Decenber 1 of Year 9, T
i ssues additional stock to X and, as a result, T becomes a nonnenber.

(b) Dividend exclusion. Under paragraph (f)(2)(ii) of this section
P's $100 of dividend income fromS's distribution of the T stock, and
its $10 of dividend incone fromT s $90 distribution, are not included
in gross incone.

(c) Matching and accel eration rules. Under Sec. 1.1502-19(b) (1),
when T becones a nonnenber P nust include in income the amunt of its
excess |l oss account (if any) in T stock. P has no excess |oss account in
the T stock. Therefore P's corresponding itemfromthe deconsolidation
of Tis $0. Treating S and P as divisions of a single corporation, the T
stock woul d continue to have a $10 basis after the distribution, and the
adj ustments under Sec. 1.1502-32 for T's $90 distribution and $5 of
earnings would result in a $75 excess |oss account. Thus, the reconputed
corresponding itemfromthe deconsolidation is $75. Under the matching
rule, S takes $75 of its $90 gain into account in Year 9 as a result of
T becom ng a nonnmenber, to reflect the difference between P's $0 gain
taken into account and the $75 reconputed gain. S's remining $15 of
gain is taken into account under the matching and accel eration rules
based on subsequent events (for exanple, under the matching rule if P
subsequently sells its T stock, or under the acceleration rule if S
beconmes a nonnenber).

(d) Reverse sequence. The facts are the sanme as in paragraph (a) of
this Exanple 2, except that T borrows $90 and nmkes its $90 distribution
to S before S distributes T's stock to P. Under paragraph (f)(2)(ii) of
this section, T's $90 distribution to S ($10 of which is a dividend) is
not included in S s gross incone. The correspondi ng negative adj ustnent
under Sec. 1.1502-32 reduces S's basis in the T stock from $10 to an $80
excess | oss account. Under section 311(b), S has a $90 gain fromthe
distribution of T stock to P. Under section 301(d) P's initial basis in
the T stock is $10 (the stock's fair market value), and the basis
increases to $15 under Sec. 1.1502-32 as a result of T's earnings in
Year 6. The timng and attributes of S's gain are determined in the
manner provi ded in paragraph (c) of this Exanple 2. Thus, $75 of S's
gain is taken into account under the matching rule in Year 9 as a result
of T beconing a nonnenber, and the remaining $15 is taken into account
under the matching and accel eration rul es based on subsequent events.

(e) Partial stock sale. The facts are the same as in paragraph (a)
of this Exanple 2, except that P sells 10% of T s stock to X on Decenber
1 of Year 9 for $1.50 (rather than T's issuing additional stock and
becom ng a nonnmenber). Under the matching rule, S takes $9 of its gain
into account to reflect the difference between P's $0 gain taken into
account (%$1.50 sale proceeds mnus $1.50 basis) and the $9 reconputed
gain ($1.50 sale proceeds plus $7.50 excess | oss account).

(f) Loss, rather than cash distribution. The facts are the sanme as



in paragraph (a) of this Exanple 2, except that T retains the |oan
proceeds and incurs a $90 loss in Year 3 that is absorbed by the group
The tim ng and attributes of S's gain are determined in the same nmanner
provided in paragraph (c) of this Exanple 2. Under Sec. 1.1502-32, the
loss in Year 3 reduces P's basis in the T stock from $100 to $10, and
T's $5 of earnings in Year 6 increase the basis to $15. Thus, $75 of S's
gain is taken into account under the matching
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rule in Year 9 as a result of T becom ng a nonnenber, and the remaining
$15 is taken into account under the matching and accel eration rules
based on subsequent events. (The timng and attributes of S's gain would
be determined in the same manner provided in paragraph (d) of this
Example 2 if T incurred the $90 | oss before S's distribution of the T
stock to P.)

(g) Stock sale, rather than stock distribution. The facts are the
same as in paragraph (a) of this Exanple 2, except that S sells the T
stock to P for $100 (rather than distributing the stock). The tim ng and
attributes of S's gain are determined in the same manner provided in
paragraph (c) of this Exanple 2. Thus, $75 of S's gain is taken into
account under the matching rule in Year 9 as a result of T becom ng a
nonmenber, and the remaining $15 is taken into account under the
mat chi ng and accel eration rul es based on subsequent events.

Exanpl e 3. Interconpany reorganization. (a) Facts. P forms S and B
by contributing $200 to the capital of each. During Years 1 through 4, S
and B each earn $50, and under Sec. 1.1502-32 P adjusts its basis in the
stock of each to $250. (See Sec. 1.1502-33 for adjustnents to earnings
and profits.) On January 1 of Year 5, the fair market value of S's
assets and its stock is $500, and S nerges into Bin a tax-free
reorgani zati on. Pursuant to the plan of reorganization, P receives B
stock with a fair market value of $350 and $150 of cash.

(b) Treatnent as a section 301 distribution. The nerger of Sinto B
is a transaction to which paragraph (f)(3) of this section applies. Pis
treated as receiving additional B stock with a fair nmarket value of $500
and, under section 358, a basis of $250. Imediately after the nerger
$150 of the stock received is treated as redeened, and the redenption is
treated under section 302(d) as a distribution to which section 301
applies. Because the $150 distribution is treated as not received as
part of the merger, section 356 does not apply and no basis adjustnents
are required under section 358(a)(1)(A) and (B). Because B is treated
under section 381(c)(2) as receiving S's earnings and profits and the
redenption is treated as occurring after the nmerger, $100 of the
distribution is treated as a dividend under section 301 and P's basis in
the B stock is reduced correspondi ngly under Sec. 1.1502-32. The
remai ni ng $50 of the distribution reduces P's basis in the B stock
Section 301(c)(2) and Sec. 1.1502-32. Under paragraph (f)(2)(ii) of this
section, P's $100 of dividend incone is not included in gross incone.
Under Sec. 1.302-2(c), proper adjustnments are made to P's basis inits B
stock to reflect its basis in the B stock redeened, with the result that
P's basis in the B stock is reduced by the entire $150 distribution.

(c) Depreciated property. The facts are the sanme as in paragraph (a)
of this Exanple 3, except that property of Swith a $200 basis and $150
fair market value is distributed to P (rather than cash of B). As in
paragraph (b) of this Exanple 3, P is treated as receiving additional B
stock in the nerger and a $150 distribution to which section 301 applies
i medi ately after the nerger. Under paragraph (f)(2)(iii) of this



section, the principles of section 311(b) apply to B's $50 | oss and the
|l oss is taken into account under the matching and accel eration rules
based on subsequent events (e.g., under the matching rule if P
subsequently sells the property, or under the acceleration rule if B
becomes a nonnenber). The results are the sane under section 267(f).

(d) Divisive transaction. Assune instead that, pursuant to a plan, S
distributes the stock of a lower-tier subsidiary in a spin-off
transaction to which section 355 applies together with $150 of cash. The
distribution of stock is a transaction to which paragraph (f)(3) of this
section applies. Pis treated as receiving the $150 of cash immedi ately
before the section 355 distribution, as a distribution to which section
301 applies. Section 356(b) does not apply and no basis adjustnents are
required under section 358(a)(1) (A and (B). Because the $150
distribution is treated as made before the section 355 distribution, the
di stribution reduces P's basis in the S stock under Sec. 1.1502-32, and
the basis allocated under section 358(c) between the S stock and the
| ower-tier subsidiary stock received reflects this basis reduction.

Exanpl e 4. Stock redenptions and distributions. (a) Facts. Before
becom ng a menber of the P group, S owns P stock with a $30 basis. On
January 1 of Year 1, P buys all of S's stock. On July 1 of Year 3, P
redeens the P stock held by S for $100 in a transaction to which section
302(a) applies.

(b) Gain under section 302. Under paragraph (f)(4) of this section,
P's basis in the P stock acquired fromS is treated as elinmnated. As a
result of this elimnation, S's interconpany itemw || never be taken
into account under the matching rule because P's basis in the stock does
not reflect S's interconpany item Therefore, S's $70 gain is taken into
account under the acceleration rule in Year 3. The attributes of S's
item are determ ned under paragraph (d)(1)(ii) of this section by
applying the matching rule as if P had sold the stock to an affiliated
corporation that is not a nenber of the group at no gain or |oss.

Al t hough P's corresponding itemfroma sale of its stock would have been
excluded from gross incone under section 1032, paragraph (c)(6)(ii) of
this section prevents S's gain frombeing treated as excluded from gross
income; instead S's gain is capital gain.

(c) Gin under section 311. The facts are the sanme as in paragraph
(a) of this Exanmple 4, except that S distributes the P stock to Pin a
transaction to which section 301 applies (rather than the stock being
redeened), and
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S has a $70 gain under section 311(b). The timng and attributes of S's
gain are determned in the manner provided in paragraph (b) of this
Exanpl e 4.

(d) Loss stock. The facts are the sane as in paragraph (a) of this
Exanpl e 4, except that S has a $130 (rather than $30) basis in the P
stock and has a $30 | oss under section 302(a). The limtation under
paragraph (c)(6)(ii) of this section does not apply to interconpany
| osses. Thus, S's loss is taken into account in Year 3 as a noncapital
nondeducti bl e anpunt.

Exanpl e 5. Interconpany stock sale followed by section 332
liquidation. (a) Facts. S owns all of the stock of T, with a $70 basis
and $100 value, and T's assets have a $10 basis and $100 value. On
January 1 of Year 1, S sells all of T's stock to B for $100. On July 1
of Year 3, when T's assets are still worth $100, T distributes all of
its assets to B in an unrelated conplete liquidation to which section



332 applies.

(b) Timng and attributes. Under paragraph (b)(3)(ii) of this
section, B's unrecognized gain or |oss under section 332 is a
corresponding item for purposes of applying the matching rule. In Year 3
when T |iquidates, B has $0 of unrecognized gain or |oss under section
332 because B has a $100 basis in the T stock and receives a $100
distribution with respect to its T stock. Treating S and B as divisions
of a single corporation, the reconputed corresponding item would have
been $30 of unrecogni zed gain under section 332 because B woul d have
succeeded to S's $70 basis in the T stock. Thus, under the matching
rule, S's $30 interconpany gain is taken into account in Year 3 as a
result of T's liquidation. Under paragraph (c)(1)(i) of this section
the attributes of S's gain and B's corresponding item are redetermn ned
as if S and B were divisions of a single corporation. Although S's gain
ordinarily would be redeterm ned to be treated as excluded from gross
income to reflect the nonrecognition of B's gain under section 332, S's
gain renmnins capital gain because B's unrecogni zed gain under section
332 is not permanently and explicitly disallowed under the Code. See
paragraph (c)(6)(ii) of this section. However, relief may be el ected
under paragraph (f)(5)(ii) of this section

(c) Interconpany sale at a loss. The facts are the sane as in
par agraph (a) of this Exanple 5, except that S has a $130 (rather than
$70) basis in the T stock. The limtation under paragraph (c)(6)(ii) of
this section does not apply to interconpany |osses. Thus, S's
i nterconpany loss is taken into account in Year 3 as a noncapital
nondeducti bl e anount. However, relief may be el ected under paragraph
(f)(5)(ii) of this section.

Exanpl e 6. Interconpany stock sale followed by section 355
distribution. (a) Facts. S owns all of the stock of T with a $70 basis
and a $100 value. On January 1 of Year 1, S sells all of T's stock to M
for $100. On June 1 of Year 6, Mdistributes all of its T stock to its
nonmenber shareholders in a transaction to which section 355 applies. At
the time of the distribution, Mhas a basis in T stock of $100 and T has
a val ue of $150.

(b) Timng and attributes. Under paragraph (b)(3)(ii) of this
section, Ms $50 gain not recognized on the distribution under section
355 is a corresponding item Treating S and M as divisions of a single
corporation, the reconputed corresponding item would be $80 of
unrecogni zed gai n under section 355 because M woul d have succeeded to
S's $70 basis in the T stock. Thus, under the matching rule, S s $30
interconpany gain is taken into account in Year 6 as a result of the
di stribution. Under paragraph (c)(1)(i) of this section, the attributes
of S's interconpany itemand Ms corresponding itemare redeternined to
produce the sanme effect on consolidated taxable income as if S and M
were divisions of a single corporation. Although S's gain ordinarily
woul d be redetermined to be treated as excluded from gross incone to
reflect the nonrecognition of Ms gain under section 355(c), S's gain
remai ns capital gain because M s unrecognized gain under section 355(c)
is not permanently and explicitly disallowed under the Code. See
paragraph (c)(6)(ii) of this section. Because Ms distribution of the T
stock is not an interconpany transaction, relief is not avail abl e under
par agraph (f)(5)(ii) of this section.

(c) Section 355 distribution within the group. The facts are the
same as under paragraph (a) of this Exanple 6, except that Mdistributes
the T stock to B (another nenmber of the group), and B takes a $75 basis
in the T stock under section 358. Under paragraph (j)(2) of this
section, B is a successor to Mfor purposes of taking S s interconpany



gain into account, and therefore both M and B m ght have correspondi ng
items with respect to S's interconmpany gain. To the extent it is
possi bl e, matching with respect to B's corresponding itens produces the
result nost consistent with treating S, M and B as divisions of a
singl e corporation. See paragraphs (j)(3) and (j)(4) of this section.
However, because there is only $5 difference between B's $75 basis in
the T stock and the $70 basis the stock would have if S, M and B were
divisions of a single corporation, only $5 can be taken into account
under the matching rule with respect to B's corresponding itens. (This
$5 is taken into account with respect to B's corresponding itenms based
on subsequent events.) The remaining $25 of S's $30 interconpany gain is
taken into account in Year 6 under the matching rule with respect to Ms
corresponding itemfromits distribution of the T stock. The attri butes
of S's remaining $25 of gain are determned in the same manner as in

par agraph (b) of this Exanple 6.
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(d) Relief elected. The facts are the same as in paragraph (c) of
this Exanple 6 except that P elects relief pursuant to paragraph
(f)(5)(ii)(D) of this section. As a result of the election, Ms
distribution of the T stock is treated as subject to sections 301 and
311 instead of section 355. Accordingly, Mrecognizes $50 of
i nterconpany gain fromthe distribution, B takes a basis in the stock
equal to its fair market value of $150, and S and Mtake their
i nterconpany gains into account with respect to B's corresponding itens
based on subsequent events. (None of S's gain is taken into account in
Year 6 as a result of Ms distribution of the T stock.)

(g) Obligations of nmenmbers--(1) In general. In addition to the
general rules of this section, the rules of this paragraph (g) apply to
i nt erconpany obligations.

(2) Definitions. For purposes of this section--

(i) Obligation of a nenber. An obligation of a nenber is--

(A) Any obligation of the nenber constituting indebtedness under
general principles of Federal incone tax |law (for exanple, under
nonstatutory authorities, or under section 108, section 163, section
171, or section 1275), but not an executory obligation to purchase or
provi de goods or services; and

(B) Any security of the menber described in section 475(c)(2)(D) or
(E), and any conparable security with respect to comodities, but not if
the security is a position with respect to the nmenber's stock. See
par agraphs (f)(4) and (6) of this section for special rules applicable
to positions with respect to a nenber's stock

(ii) Interconpany obligations. An interconpany obligation is an
obl i gati on between menbers, but only for the period during which both
parti es are menbers.

(3) Deened satisfaction and rei ssuance of interconpany obligations--
(i) Application--(A) In general. If a nenber realizes an anount (other
than zero) of incone, gain, deduction, or loss, directly or indirectly,
fromthe assignnment or extingui shnment of all or part of its renmaining
rights or obligations under an interconpany obligation, the interconpany
obligation is treated for all Federal income tax purposes as satisfied
under paragraph (g)(3)(ii) of this section and, if it renmins
out st andi ng, reissued under paragraph (g)(3)(iii) of this section
Simlar principles apply under this paragraph (g)(3) if a nmenber
realizes any such amount, directly or indirectly, froma conparable



transaction (for exanple, a marking-to-nmarket of an obligation or a bad
debt deduction), or if an interconpany obligation beconmes an obligation
that is not an interconpany obligation.

(B) Exceptions. This paragraph (g)(3) does not apply to an
obligation if any of the follow ng applies:

(1) The obligation becane an interconpany obligation by reason of an
event described in Sec. 1.108-2(e) (exceptions to the application of
section 108(e)(4)).

(2) The anpunt realized is fromreserve accounting under section 585
or section 593 (see paragraph (g)(3)(iv) of this section for specia
rul es).

(3) The anpunt realized is fromthe conversion of an obligation into
stock of the obligor.

(4) Treating the obligation as satisfied and reissued will not have
a significant effect on any person's Federal incone tax liability for
any year. For this purpose, obligations issued in connection with the
same transaction or related transactions are treated as a single
obl i gati on. However, this paragraph (g)(3)(i)(B)(4) does not apply to
any obligation if the aggregate effect of this treatnment for al
obligations in a year would be significant.

(ii) Satisfaction--(A) General rule. If a creditor nmenber sells
i nterconpany debt for cash, the debt is treated as satisfied by the
debtor i mediately before the sale for the anount of the cash. For other
transactions, simlar principles apply to treat the interconpany debt as
satisfied i medi ately before the transaction. Thus, if the debt is
transferred for property, it is treated as satisfied for an anount
consi stent with the amount for which the debt is deemed reissued under
paragraph (g)(3)(iii) of this section, and the basis of the property is
al so adjusted to reflect that amount. If this paragraph (g)(3) applies
because the debtor or creditor becones a nonnenber, the obligation is
treated as satisfied for cash in an amount equal to its fair market
val ue i medi ately before the debtor or creditor becones a nonmenber.
Simlar principles apply to interconpany obligations other than debt.
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(B) Timng and attributes. For purposes of applying the matching
rule and the acceleration rule--

(1) Paragraph (c)(6)(ii) of this section (limtation on treatnment of
i nterconpany i nconme or gain as excluded from gross incone) does not
apply to prevent any interconpany inconme or gain from being excluded
fromgross i ncone; and

(2) Any gain or loss froman interconpany obligation is not subject
to section 108(a), section 354 or section 1091

(iii) Reissuance. If a creditor nmenber sells interconpany debt for
cash, the debt is treated as a new debt (with a new hol di ng peri od)
i ssued by the debtor imrediately after the sale for the anobunt of cash.
For other transactions, if the interconpany debt renains outstanding,
simlar principles apply to treat the debt as reissued i mediately after
the transaction. Thus, if the debt is transferred for property, it is
treated as new debt issued for the property. See, for exanple, section
1273(b) (3) or section 1274. |f this paragraph (g)(3) applies because the
debtor or creditor becones a nonnmenber, the debt is treated as new debt
i ssued for an anobunt of cash equal to its fair market value inmediately
after the debtor or creditor becones a nonmenber. Sinmilar principles
apply to interconpany obligations other than debt.

(iv) Bad debt reserve. A nenber's deduction under section 585 or



section 593 for an addition to its reserve for bad debts with respect to
an interconpany obligation is not taken into account, and is not treated
as realized under this paragraph (g)(3) until the interconpany

obl i gati on becomes an obligation that is not an interconpany obligation

or, if earlier, the redenption or cancellation of the interconpany

obl i gati on.

(4) Deened satisfaction and rei ssuance of obligations becom ng
i nterconpany obligations--(i) Application--(A) In general. This
paragraph (g)(4) applies if an obligation that is not an interconpany
obl i gati on becones an interconpany obligation

(B) Exceptions. This paragraph (g)(4) does not apply to an
obligation if--

(1) The obligation becones an interconpany obligation by reason of
an event described in Sec. 1.108-2(e) (exceptions to the application of
section 108(e)(4)); or

(2) Treating the obligation as satisfied and reissued will not have
a significant effect on any person's Federal incone tax liability for
any year. For this purpose, obligations issued in connection with the
same transaction or related transactions are treated as a single
obl i gati on. However, this paragraph (g)(4)(i)(B)(2) does not apply to
any obligation if the aggregate effect of this treatment for al
obligations in a year would be significant.

(ii) Interconpany debt. If this paragraph (g)(4) applies to an
i nt er conpany debt - -

(A) Section 108(e)(4) does not apply;

(B) The debt is treated for all Federal income tax purposes,

i medi ately after it becones an interconpany debt, as satisfied and a
new debt issued to the holder (with a new hol ding period) in an anount
det erm ned under the principles of Sec. 1.108-2(f);

(C) The attributes of all itens taken into account fromthe
satisfaction are determ ned on a separate entity basis, rather than by
treating S and B as divisions of a single corporation;

(D) Any interconpany gain or loss taken into account is treated as
not subject to section 354 or section 1091; and

(E) Solely for purposes of Sec. 1.1502-32(b)(4) and the effect of
any el ection under that provision, any |loss taken into account under
this paragraph (g)(4) by a corporation that beconmes a nenber as a result
of the transaction in which the obligation becomes an interconpany
obligation is treated as a | oss carryover froma separate return
limtation year.

(iii) Oher interconmpany obligations. If this paragraph (g)(4)
applies to an interconpany obligation other than debt, the principles of
paragraph (g)(4)(ii) of this section apply to treat the interconpany
obligation as satisfied and reissued for an anount of cash equal to its
fair market value imediately after the obligation beconmes an
i nt erconpany obligation

(5) Exanples. The application of this section to obligations of
menbers is illustrated by the foll ow ng exanpl es.
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Exanple 1. Interest on interconpany debt. (a) Facts. On January 1 of
Year 1, B borrows $100 fromS in return for B's note providing for $10
of interest annually at the end of each year, and repaynment of $100 at
the end of Year 5. B fully perforns its obligations. Under their



separate entity methods of accounting, B accrues a $10 interest
deduction annually under section 163, and S accrues $10 of interest
i ncome annual |y under section 61(a)(4).

(b) Matching rule. Under paragraph (b)(1) of this section, the
accrual of interest on B's note is an interconpany transaction. Under
the matching rule, S takes its $10 of income into account in each of
Years 1 through 5 to reflect the $10 difference between B's $10 of
i nterest expense taken into account and the $0 reconputed expense. S's
income and B's deduction are ordinary itenms. (Because S s interconpany
itemand B's corresponding itemwould both be ordinary on a separate
entity basis, the attributes are not redeterm ned under paragraph
(c)(1)(i) of this section.)

(c) Oiginal issue discount. The facts are the sanme as in paragraph
(a) of this Exanple 1, except that B borrows $90 (rather than $100) from
Sinreturn for B's note providing for $10 of interest annually and
repaynent of $100 at the end of Year 5. The principles described in
paragraph (b) of this Exanple 1 for stated interest also apply to the
$10 of original issue discount. Thus, as B takes into account its
correspondi ng expense under section 163(e), S takes into account its
i nterconpany inconme. S's inconme and B's deduction are ordinary itens.

(d) Tax-exenpt inconme. The facts are the sane as in paragraph (a) of
this Exanple 1, except that B's borrowing fromS is allocable under
section 265 to B's purchase of state and | ocal bonds to which section
103 applies. The tinming of S's incone is the sane as in paragraph (b) of
this Exanple 1. Under paragraph (c)(4)(i) of this section, the
attributes of B's corresponding item of disallowed interest expense
control the attributes of S's offsetting interconpany interest incone.
Par agraph (c)(6)(ii) of this section does not prevent the
redeterm nation of S's interconpany item as excluded from gross incone,
because section 265 permanently and explicitly disallows B's
correspondi ng deduction. Accordingly, S's interconpany incone is treated
as excluded from gross i ncone.

Exanpl e 2. Interconpany debt becones noninterconpany debt. (a)

Facts. On January 1 of Year 1, B borrows $100 fromS in return for B's
note providing for $10 of interest annually at the end of each year, and
repayment of $100 at the end of Year 20. As of January 1 of Year 3, B
has paid the interest accruing under the note and S sells B's note to X
for $70, reflecting a change in the value of the note as a result of
increases in prevailing market interest rates. B is never insolvent
within the meani ng of section 108(d)(3).

(b) Deened satisfaction. Under paragraph (g)(3) of this section, B's
note is treated as satisfied for $70 i mediately before S's sale to X
As a result of the deened satisfaction of the obligation for |ess than
its adjusted issue price, B takes into account $30 of discharge of
i ndebt edness i ncone under section 61(a)(12). On a separate entity basis,
S's $30 |l oss woul d be a capital |oss under section 1271(a)(1l). Under the
mat chi ng rul e, however, the attributes of S's interconpany itemand B's
corresponding item nmust be redetermined to produce the sane effect as if
the transacti on had occurred between divisions of a single corporation
B's corresponding itemconpletely offsets S's interconpany itemin
anount. Accordingly, under paragraph (c)(4)(i) of this section, the
attributes of B's $30 of di scharge of indebtedness incone control the
attributes of S's loss. Thus, S's loss is treated as ordinary | oss.

(c) Deened reissuance. Under paragraph (g)(3) of this section, Bis
also treated as reissuing, directly to X, a new note with a $70 issue
price and a $100 stated redenption price at maturity. The new note is
not an interconpany obligation, it has a $70 issue price and $100 stated



redenption price at maturity, and the $30 of original issue discount
will be taken into account by B and X under sections 163(e) and 1272.

(d) Creditor deconsolidation. The facts are the sanme as in paragraph
(a) of this Exanple 2, except that P sells S's stock to X (rather than
S's selling the note of B). Under paragraph (g)(3) of this section, the
note is treated as satisfied by B for its $70 fair market val ue
i medi ately before S beconmes a nonnenber, and B is treated as reissuing
a new note to S imediately after S becomes a nonnenber. The results for
S's $30 of loss and B's discharge of indebtedness inconme are the sane as
in paragraph (b) of this Exanple 2. The new note is not an interconpany
obligation, it has a $70 issue price and $100 stated redenption price at
maturity, and the $30 of original issue discount will be taken into
account by B and S under sections 163(e) and 1272.

(e) Debtor deconsolidation. The facts are the sane as in paragraph
(a) of this Exanple 2, except that P sells B's stock to X (rather than
S's selling the note of B). The results are the sanme as in paragraph (d)
of this Exanple 2.

(f) Appreciated note. The facts are the sanme as in paragraph (a) of
this Exanple 2, except that S sells B's note to X for $130 (rather than
$70), reflecting a decline in prevailing market interest rates. Under
paragraph (g)(3) of this section, B's note is treated as satisfied for
$130 immedi ately before S's sale of the note to X. Under Sec. 1.163-
7(c), B takes into account $30 of repurchase premum On a separate
entity basis, S's $30 gain would be a
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capital gain under section 1271(a)(1), and B's $30 prem um deduction
woul d be an ordi nary deduction. Under the matching rule, however, the
attributes of S's interconpany itemand B's corresponding item nust be
redeterm ned to produce the sane effect as if the transaction had
occurred between divisions of a single corporation. Under paragraph
(c)(4)(i) of this section, the attributes of B's correspondi ng prem um
deduction control the attributes of S s interconpany gain. Accordingly,
S's gainis treated as ordinary incone. Bis also treated as reissuing a
new note directly to X which is not an interconpany obligation. The new
note has a $130 issue price and a $100 stated redenption price at
maturity. Under Sec. 1.61-12(c), B's $30 premi umincone under the new
note is taken into account over the life of the new note.

Exanpl e 3. Loss or bad debt deduction with respect to interconpany
debt. (a) Facts. On January 1 of Year 1, B borrows $100 fromS in return
for B's note providing for $10 of interest annually at the end of each
year, and repaynent of $100 at the end of Year 5. In Year 3, S sells B's
note to P for $60. B is never insolvent wthin the neaning of section
108(d) (3). Assune B's note is not a security within the meani ng of
section 165(g)(2).

(b) Deened satisfaction and rei ssuance. Under paragraph (g)(3) of
this section, Bis treated as satisfying its note for $60 i medi ately
before the sale, and reissuing a new note directly to P with a $60 issue
price and a $100 stated redenption price at maturity. On a separate
entity basis, S's $40 | oss would be a capital |oss, and B's $40 i ncone
woul d be ordinary inconme. Under the matching rule, however, the
attributes of S's interconpany itemand B' s corresponding item nust be
redeterm ned to produce the sane effect as if the transaction had
occurred between divisions of a single corporation. Under paragraph
(c)(4)(i) of this section, the attributes of B's correspondi ng di scharge
of indebtedness incone control the attributes of S s interconpany | oss.



Accordingly, S's loss is treated as ordinary | oss.

(c) Partial bad debt deduction. The facts are the sanme as in
paragraph (a) of this Exanple 3, except that S clainms a $40 partial bad
debt deduction under section 166(a)(2) (rather than selling the note to
P). The results are the same as in paragraph (b) of this Exanple 3. B's
note is treated as satisfied and reissued with a $60 issue price. S's
$40 interconpany deduction and B's $40 corresponding incone are both
ordi nary.

(d) Insolvent debtor. The facts are the same as in paragraph (a) of
this Exanple 3, except that B is insolvent within the neaning of section
108(d) (3) at the tine that S sells the note to P. On a separate entity
basis, S's $40 | oss would be capital, B's $40 i ncone woul d be excl uded
fromgross incone under section 108(a), and B would reduce attri butes
under section 108(b) or section 1017. However, under paragraph
(9)(3)(ii)(B) of this section, section 108(a) does not apply to B's
income to characterize it as excluded from gross incone. Accordingly,
the attributes of S's interconpany |oss and B's correspondi ng i ncone are
redeterm ned in the same manner as in paragraph (b) of this Exanple 3.

Exanpl e 4. Noni nterconpany debt becones interconpany debt. (a)

Facts. On January 1 of Year 1, B borrows $100 from X in return for B's
note providing for $10 of interest annually at the end of each year, and
repaynent of $100 at the end of Year 5. As of January 1 of Year 3, B has
fully performed its obligations, but the note's fair market value is
$70. On January 1 of Year 3, P buys all of X's stock. B is solvent
within the nmeaning of section 108(d)(3).

(b) Deened satisfied and rei ssuance. Under paragraph (g)(4) of this
section, Bis treated as satisfying its indebtedness for $70 (deterni ned
under the principles of Sec. 1.108-2(f)(2)) imediately after X becones
a nenber. Both X's $30 capital |oss under section 1271(a)(1) and B's $30
of discharge of indebtedness incone under section 61(a)(12) are taken
into account in determ ning consolidated taxable income for Year 3.

Under paragraph (g)(4)(ii)(C) of this section, the attributes of itens
resulting fromthe satisfaction are determ ned on a separate entity
basis. But see section 382 and Sec. 1.1502-15T (or Sec. 1.1502-15A, as
appropriate) (limtations on the absorption of built-in losses). Bis
also treated as reissuing a new note. The new note is an interconpany
obligation, it has a $70 issue price and $100 stated redenption price at
maturity, and the $30 of original issue discount will be taken into
account by B and X in the sane manner as provided in paragraph (c) of
Exanple 1 of this paragraph (g)(5).

(c) Election to file consolidated returns. Assune instead that B
borrows $100 from S during Year 1, but the P group does not file
consolidated returns until Year 3. Under paragraph (g)(4) of this
section, B's indebtedness is treated as satisfied and a new note
rei ssued i medi ately after the debt becones interconpany debt. The
satisfaction and rei ssuance are deened to occur on January 1 of Year 3,
for the fair market value of the note (determ ned under the principles
of Sec. 1.108-2(f)(2)) at that tine.

Exanpl e 5. Notional principal contracts. (a) Facts. On April 1 of
Year 1, ML enters into a contract with counterparty M2 under which, for
atermof five years, ML is obligated to nake a paynent to M2 each Apri
1, beginning in Year 2, in an ampunt equal to the London I|nterbank
O fered Rate (LIBOR), as deternmined on the i mediately precedi ng Apri
1, multiplied by a $1,000 notional principal amunt. M2 is obligated to
make a paynent to ML each April 1, beginning in Year 2, in an anount
equal to 8% nmultiplied by the sane notional principal anpunt. LIBOR



[[ Page 216]]

is 7.80%on April 1 of Year 1. On April 1 of Year 2, M2 owes $2 to ML.

(b) Matching rule. Under Sec. 1.446-3(d), the net inconme (or net
deduction) froma notional principal contract for a taxable year is
i ncluded in (or deducted from) gross incone. Under Sec. 1.446-3(e), the
ratable daily portion of M2's obligation to ML as of Decenber 31 of Year
1is $1.50 ($2 nultiplied by 275/365). Under the matching rule, Ml's net
income for Year 1 of $1.50 is taken into account to reflect the
di fference between M2's net deduction of $1.50 taken into account and
the $0 reconputed net deduction. Simlarly, the $.50 bal ance of the $2
of net periodic paynments made on April 1 of Year 2 is taken into account
for Year 2 in Ml's and M2's net income and net deduction fromthe
contract. In addition, the attributes of ML's interconpany income and
M2' s correspondi ng deduction are redeternined to produce the sane effect
as if the transaction had occurred between divisions of a single
corporation. Under paragraph (c)(4)(i) of this section, the attributes
of M2's correspondi ng deduction control the attributes of M's
i nterconpany inconme. (Al though ML is the selling menber with respect to
t he payment on April 1 of Year 2, it mght be the buying menber in a
subsequent period if it owes the net paynment.)

(c) Dealer. The facts are the sane as in paragraph (a) of this
Exanpl e 5, except that M2 is a dealer in securities, and the contract
with ML is not inventory in the hands of M. Under section 475, M nust
mark its securities to nmarket at year-end. Assune that under section
475, M2's loss frommarking to market the contract with ML is $100.
Under paragraph (g)(3) of this section, M2 is treated as naking a $100
payment to ML to term nate the contract i medi ately before section 475
is applied. ML's $100 of income fromthe term nation paynent is taken
into account under the matching rule to reflect M2's deducti on under
Sec. 1.446-3(h). The attributes of ML's interconpany income and M's
correspondi ng deduction are redeterm ned to produce the sane effect as
if the transaction had occurred between divisions of a single
corporation. Under paragraph (c)(4)(i) of this section, the attributes
of M2's correspondi ng deduction control the attributes of M's
i nt erconpany incone. Accordingly, ML's incone is treated as ordinary
i ncome. Paragraph (g)(3) of this section also provides that, imediately
after section 475 would apply, a new contract is treated as rei ssued
with an upfront payment of $100. Under Sec. 1.446-3(f), the deemed $100
up front paynment by ML to M2 is taken into account over the term of the
new contract in a manner reflecting the econom ¢ substance of the
contract (for exanple, allocating the paynent in accordance with the
forward rates of a series of cash-settled forward contracts that reflect
the specified index and the $1,000 notional principal amount). (The
timng of taking itens into account is the same if ML, rather than M,
is the deal er subject to the mark-to-market requirenment of section 475
at year-end. However in this case, because the attributes of the
correspondi ng deduction control the attributes of the interconpany
i ncome, ML's inconme fromthe deened term nation paynment m ght be
ordi nary or capital.)

(h) Anti-avoidance rules--(1) In general. If a transaction is
engaged in or structured with a principal purpose to avoid the purposes
of this section (including, for exanple, by avoiding treatnment as an
i nt erconpany transaction), adjustments nmust be made to carry out the
pur poses of this section.

(2) Exanples. The anti-avoidance rules of this paragraph (h) are



illustrated by the followi ng exanples. The exanples set forth bel ow do
not address common | aw doctrines or other authorities that m ght apply
to recast a transaction or to otherwi se affect the tax treatnent of a
transaction. Thus, in addition to adjustnments under this paragraph (h),
the Conmmi ssioner can, for exanple, apply the rules of section 269 or
Sec. 1.701-2 to disallow a deduction or to recast a transaction.

Exanple 1. Sale of a partnership interest. (a) Facts. S owns |and
with a $10 basis and $100 value. B has net operating |osses from
separate return linmtation years (SRLYs) subject to linmitation under
Sec. 1.1502-21T(c). Pursuant to a plan to absorb the | osses wi thout
[imtation by the SRLY rules, S transfers the |land to an unrel ated,
cal endar-year partnership in exchange for a 10% interest in the capita
and profits of the partnership in a transaction to which section 721
applies. The partnership does not have a section 754 election in effect.
S later sells its partnership interest to B for $100. In the follow ng
year, the partnership sells the land to X for $100. Because the
partnershi p does not have a section 754 election in effect, its $10
basis in the | and does not reflect B's $100 basis in the partnership
interest. Under section 704(c), the partnership's $90 built-in gain is
allocated to B, and B's basis in the partnership interest increases to
$190 under section 705. In a later year, B sells the partnership
interest to a nonmenber for $100.

(b) Adjustnments. Under Sec. 1.1502-21T(c), the partnership's $90
built-in gain allocated to B ordinarily increases the amobunt of B's SRLY
limtation, and B's $90 loss fromits sale of the partnership interest
ordinarily is not subject to limtation under the SRLY rul es. Because
the contribution of property to the partnership and the sale of the
partnership
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interest were part of a plan a principal purpose of which was to achieve
a reduction in consolidated tax liability by creating offsetting gain
and loss for B while deferring S's interconpany gain, B s allocable
share of the partnership's gain fromits sale of the land is treated
under paragraph (h)(1) of this section as not increasing the amunt of
B's SRLY |imtation.

Exanple 2. Transitory status as an interconpany obligation. (a)
Facts. P historically has owned 70% of X' s stock and the remai ni ng 30%
is owned by unrel ated sharehol ders. On January 1 of Year 1, S borrows
$100 from X in return for S's note requiring $10 of interest annually at
the end of each year, and repayment of $100 at the end of Year 20. As of
January 1 of Year 3, the P group has substantial net operating |oss
carryovers, and the fair market value of S's note falls to $70 due to an
increase in prevailing market interest rates. X is not permitted under
section 166(a)(2) to take into account a $30 loss with respect to the
note. Pursuant to a plan to permt X to take into account its $30 | oss
wi t hout di sposing of the note, P acquires an additional 10% of X s
stock, causing X to becone a nenber, and P subsequently resells the 10%
interest. X's $30 loss with respect to the note is a net unrealized
built-in loss within the nmeani ng of Sec. 1.1502-15T.

(b) Adjustnments. Under paragraph (g)(4) of this section, X
ordinarily would take into account its $30 loss as a result of the note
becom ng an interconpany obligation, and S would take into account $30
of discharge of indebtedness incone. Under Sec. 1.1502-22T, X' s loss is
not combined with itenms of the other menbers and the | oss would be



carried to X' s separate return years as a result of X becoming a
nonmenber. However, the transitory status of S's indebtedness to X as an
i nterconpany obligation is structured with a principal purpose to

accel erate the recognition of X's loss. Thus, S's note is treated under
paragraph (h)(1) of this section as not beconing an interconpany

obl i gati on.

Exanpl e 3. Corporate m xing bow. (a) Facts. ML and M2 are
subsidiaries of P. ML operates a manufacturing business on land it
| eases from M2. The land is the only asset held by M. P intends to
di spose of the ML business, including the | and owned by M2; P's basis in
the ML stock is equal to the stock's fair market value. M2's |and has a
val ue of $20 and a basis of $0 and P has a $0 basis in the stock of M.
In Year 1, with a principal purpose of avoiding gain fromthe sal e of
the land (by transferring the land to ML with a carry-over basis wthout
affecting P's basis in the stock of ML or M), ML and M2 form
corporation T; ML contributes cash in exchange for 80% of the T stock
and M2 contributes the |Iand in exchange for 20% of the stock. In Year 3,
T liquidates, distributing $20 cash to M2 and the |l and (plus $60 cash)
to ML. Under Sec. 1.1502-34, section 332 applies to both ML and M.

Under section 337, T recognizes no gain or loss fromits |iquidating
distribution of the land to ML. T has neither gain nor loss on its
distribution of cash to M2. In Year 4, P sells all of the stock of ML to
X and |iqui dates M.

(b) Adjustments. A principal purpose for the formation and
liquidation of T was to avoid gain fromthe sale of M's |and. Thus,
under paragraph (h)(1) of this section, M2 nust take $20 of gain into
account when the stock of ML is sold to X

Exanpl e 4. Partnership mxing bow. (a) Facts. ML owns a self-
created intangi ble asset with a $0 basis and a fair market val ue of
$100. M2 owns land with a basis of $100 and a fair market value of $100.
In Year 1, with a principal purpose of creating basis in the intangible
asset (which would be eligible for anortizati on under section 197), M
and M2 form partnership PRS; ML contributes the intangible asset and M
contributes the land. X, an unrel ated person, contributes cash to PRS in
exchange for a substantial interest in the partnership. PRS uses the
contributed assets in legitinmate business activities. Five years and siXx
months | ater, PRS |iquidates, distributing the land to ML, the
intangi ble to M2, and cash to X. The group reports no gai n under
sections 707(a)(2)(B) and 737(a) and clains that M2's basis in the
i ntangi bl e asset is $100 under section 732 and that the asset is
eligible for anortization under section 197.

(b) Adjustnments. A principal purpose of the formation and
liquidation of PRS was to create additional anortization wthout an
of fsetting increase in consolidated taxable i ncome by avoiding treatnent
as an interconpany transaction. Thus, under paragraph (h)(1) of this
section, appropriate adjustnments nust be nade.

Exanpl e 5. Sal e and | easeback. (a) Facts. S operates a factory with
a $70 basis and $100 val ue, and has | oss carryovers from SRLYs. Pursuant
to a plan to take into account the $30 unrealized gain while continuing
to operate the factory, S sells the factory to X for $100 and | eases it
back on a long-termbasis. In the transaction, a substantial interest in
the factory is transferred to X. The sale and | easeback are not
recharacterized under general principles of Federal income tax law. As a
result of S's sale to X, the $30 gain is taken into account and
increases S's SRLY linitation.

(b) No adjustments. Although S's sale was pursuant to a plan to
accelerate the $30 gain, it is not subject to adjustment under paragraph



(h)(1) of this section. The sale is not treated as engaged in or
structured with a principal purpose to avoid the purposes of this
secti on.

(i) [Reserved]

(j) M scellaneous operating rules. For purposes of this section--

(1) Successor assets. Any reference to an asset includes, as the
cont ext may
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require, a reference to any other asset the basis of which is
determ ned, directly or indirectly, in whole or in part, by reference to
the basis of the first asset.

(2) Successor persons--(i) In general. Any reference to a person
i ncludes, as the context may require, a reference to a predecessor or
successor. For this purpose, a predecessor is a transferor of assets to
a transferee (the successor) in a transaction--

(A) To which section 381(a) applies;

(B) In which substantially all of the assets of the transferor are
transferred to menbers in a conplete |iquidation

(O In which the successor's basis in assets is determned (directly
or indirectly, in whole or in part) by reference to the basis of the
transferor, but the transferee is a successor only with respect to the
assets the basis of which is so deternined; or

(D) Which is an interconpany transaction, but only with respect to
assets that are being accounted for by the transferor in a prior
i nterconpany transaction

(ii) Interconpany items. If the assets of a predecessor are acquired
by a successor nenber, the successor succeeds to, and takes into account
(under the rules of this section), the predecessor's interconpany itens.
If two or nore successor nenbers acquire assets of the predecessor, the
successors take into account the predecessor's interconpany itens in a
manner that is consistently applied and reasonably carries out the
purposes of this section and applicable provisions of |aw.

(3) Multiple triggers. If nore than one corresponding item can cause
an interconpany itemto be taken into account under the matching rule,
the interconpany itemis taken into account in connection with the
corresponding item nmost consistent with the treatnent of nmenbers as
divisions of a single corporation. For exanple, if S sells a truck to B
its interconpany gain fromthe sale is not taken into account by
reference to B's depreciation if the depreciation is capitalized under
section 263A as part of B's cost for a building; instead, S's gain
relating to the capitalized depreciation is taken into account when the
building is sold or as it is depreciated. Sinmlarly, if B purchases
appreciated land fromS and transfers the land to a lower-tier nenber in
exchange for stock, thereby duplicating the basis of the land in the
basis of the stock, itenms with respect to both the stock and the | and
can cause S's interconpany gain to be taken into account; if the | ower-
tier menmber beconmes a nonmenber as a result of the sale of its stock
the attributes of S's interconpany gain are determned with respect to
the Iand rather than the stock

(4) Miultiple or successive interconpany transactions. |If a nmenber's
i nterconpany itemor corresponding itemaffects the accounting for nore
t han one interconpany transaction, appropriate adjustments are made to
treat all of the interconpany transactions as transactions between
di visions of a single corporation. For example, if S sells property to



M and Msells the property to B, then S, M and B are treated as

di visions of a single corporation for purposes of applying the rules of
this section. Similar principles apply with respect to interconpany
transactions that are part of the sane plan or arrangenent. For exanple,
if Ssells separate properties to different nenbers as part of the sane
pl an or arrangenent, all of the participating menbers are treated as

di visions of a single corporation for purposes of deternm ning the
attributes (which mght also affect timng) of the interconpany itens
and corresponding itens from each of the properties.

(5) Acquisition of group--(i) Scope. This paragraph (j)(5) applies
only if a consolidated group (the term nating group) ceases to exist as
a result of--

(A) The acquisition by a nmenber of another consolidated group of
either the assets of the commopn parent of the ternminating group in a
reorgani zation described in section 381(a)(2), or the stock of the
common parent of the term nating group; or

(B) The application of the principles of Sec. 1.1502-75(d)(2) or
(d)(3).

(ii) Application. If the termi nating group ceases to exist under
ci rcunst ances described in paragraph (j)(5)(i) of this section, the
surviving group is treated as the term nating group for purposes of
applying this section to the interconpany transactions
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of the term nating group. For exanple, interconpany itens and
corresponding itenms frominterconpany transacti ons between nenbers of
the terminating group are taken into account under the rules of this
section by the surviving group. This treatnment does not apply, however,
to menmbers of the term nating group that are not members of the
surviving group i nmmediately after the termi nating group ceases to exi st
(for exanple, under section 1504(a)(3) relating to reconsolidation, or
section 1504(c) relating to includible insurance conpanies).

(6) Fornmer common parent treated as continuation of group. If a
group terni nates because the comopn parent is the only renmining nenber
the commn parent succeeds to the treatnent of the term nating group for
pur poses of applying this section so long as it neither beconmes a nenber
of an affiliated group filing separate returns nor becones a corporation
described in section 1504(b). For exanple, if the only subsidiary of the
group liquidates into the common parent in a conplete liquidation to
whi ch section 332 applies, or the common parent nerges into the
subsidiary and the subsidiary is treated as the comon parent's
successor under paragraph (j)(2)(i) of this section, the taxable incone
of the surviving corporation is treated as the group's consol i dated
taxabl e incone in which the interconpany and correspondi ng itens nust be
i ncluded. See Sec. 1.267(f)-1 for additional rules applicable to
i nterconpany | osses or deductions.

(7) Becoming a nonmenber. For purposes of this section, a nenber is
treated as becom ng a nonnmenber if it has a separate return year
(including another group's consolidated return year). A nenber is not
treated as having a separate return year if its itens are treated as
taken into account in conputing the group's consolidated taxable incone
under paragraph (j)(5) or (6) of this section

(8) Recordkeeping. Interconpany and corresponding itens nust be
reflected on permanent records (including work papers). See al so section
6001, requiring records to be nmintained. The group nmust be able to
identify fromthese permanent records the anmount, |ocation, timng, and



attributes of the items, so as to permt the application of the rules of
this section for each year.

(9) Exanples. The operating rules of this paragraph (j) are
illustrated generally throughout this section, and by the foll ow ng
exanpl es.

Exanpl e 1. Interconpany sale followed by section 351 transfer to
menber. (a) Facts. S holds land for investnent with a basis of $70. On
January 1 of Year 1, S sells the land to Mfor $100. M also holds the
land for investnent. On July 1 of Year 3, Mtransfers the land to B in
exchange for all of B's stock in a transaction to which section 351
applies. Under section 358, Ms basis in the B stock is $100. B holds
the land for sale to custoners in the ordinary course of business and,
under section 362(b), B's basis in the land is $100. On Decenber 1 of
Year 5, Msells 20% of the B stock to X for $22. In an unrel ated
transaction on July 1 of Year 8, B sells 20% of the land for $22.

(b) Definitions. Under paragraph (b)(1) of this section, S's sale of
the land to Mand Ms transfer of the land to B are both interconpany
transactions. S is the selling menmber and Mis the buying nenber in the
first interconpany transaction, and Mis the selling nenber and B is the
buyi ng menber in the second interconpany transaction. M has no
i nterconpany itens under paragraph (b)(2) of this section. Because B
acquired the land in an interconpany transaction, B's itens fromthe
| and are corresponding items to be taken into account under this
section. Under the successor asset rule of paragraph (j)(1) of this
section, references to the land include references to Ms B stock. Under
the successor person rule of paragraph (j)(2) of this section,
references to Minclude references to B with respect to the |and.

(c) Timng and attributes resulting fromthe stock sal e. Under
par agraph (c)(3) of this section, Mis treated as owning and selling B's
stock for purposes of the matching rule even though, as divisions, M
could not own and sell stock in B. Under paragraph (j)(3) of this
section, both Ms B stock and B's |and can cause S' s interconpany gain
to be taken into account under the matching rule. Thus, S takes $6 of
its gain into account in Year 5 to reflect the $6 difference between Ms
$2 gain taken into account fromits sale of B stock and the $8
reconput ed gain. Under paragraph (j)(4) of this section, the attributes
of this gain are determ ned by treating S, M and B as divisions of a
single corporation. Under paragraph (c)(1) of this section, S's $6 gain
and Ms $2 gain are treated as long-termcapital gain. The gain would be
capital on a separate entity basis (assum ng that section 341 does not
apply), and this treatnent is not inconsistent with treating S, M and B
as divisions of a single corporation because the
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stock sal e and subsequent | and sale are unrelated transactions and B
remai ns a nenber follow ng the sale.

(d) Timng and attributes resulting fromthe |and sale. Under
paragraph (j)(3) of this section, S takes $6 of its gain into account in
Year 8 under the matching rule to reflect the $6 di fference between B's
$2 gain taken into account fromits sale of an interest in the |land and
the $8 reconmputed gain. Under paragraph (j)(4) of this section, the
attributes of this gain are determned by treating S, M and B as
di visions of a single corporation and taking into account the activities
of S, M and B with respect to the land. Thus, both S s gain and B's
gain mght be ordinary inconme as a result of B's activities. (If B



subsequently sells the bal ance of the land, S's gain taken into account
islimted to its remaining $18 of interconpany gain.)

(e) Sale of successor stock resulting in deconsolidation. The facts
are the sane as in paragraph (a) of this Exanple 1, except that Msells
60% of the B stock to X for $66 on Decenmber 1 of Year 5 and B becones a
nonmenber. Under the matching rule, Ms sale of B stock results in $18
of S's gain being taken into account (to reflect the difference between
Ms $6 gain taken into account and the $24 reconputed gain). Under the
acceleration rule, however, the entire $30 gain is taken into account
(to reflect B becom ng a nonnenber, because its basis in the |and
reflects Ms $100 cost basis fromthe prior interconpany transaction).
Under paragraph (j)(4) of this section, the attributes of S's gain are
determined by treating S, M and B as divisions of a single corporation
Because Ms cost basis in the land will be reflected by B as a
nonmenber, all of S's gain is treated as fromthe land (rather than a
portion being fromB's stock), and B's activities with respect to the
land m ght therefore result in S's gain being ordinary incone.

Exanpl e 2. Interconpany sal e of nenber stock foll owed by
recapitalization. (a) Facts. Before beconing a nmenber of the P group, S
owmns P stock with a basis of $70. On January 1 of Year 1, P buys all of
S's stock. On July 1 of Year 3, S sells the P stock to Mfor $100. On
Decenber 1 of Year 5, P acquires Ms original P stock in exchange for
new P stock in a recapitalization described in section 368(a)(1)(E).

(b) Timng and attri butes. Although P's basis in the stock acquired
fromMis elimnated under paragraph (f)(4) of this section, the new P
stock received by Mis exchanged basis property (within the neaning of
section 7701(a)(44)) having a basis under section 358 equal to Ms basis
in the original P stock. Under the successor asset rule of paragraph
(j)(1) of this section, references to Ms original P stock include
references to Ms new P stock. Because it is still possible to take S's
i nterconpany iteminto account under the matching rule with respect to
the successor asset, S's gain is not taken into account under the
acceleration rule as a result of the basis elimnination under paragraph
(f)(4) of this section. Instead, the gain is taken into account based on
subsequent events with respect to Ms new P stock (for exanple, a
subsequent distribution or redenption of the new stock).

Exanpl e 3. Back-to-back interconmpany transactions--matching. (a)
Facts. S holds land for investment with a basis of $70. On January 1 of
Year 1, S sells the land to Mfor $90. M also holds the land for
investment. On July 1 of Year 3, Msells the land for $100 to B, and B
holds the land for sale to custoners in the ordinary course of business.
During Year 5, B sells all of the land to custoners for $105.

(b) Timng. Under paragraph (b)(1) of this section, S's sale of the
land to Mand Ms sale of the land to B are both interconpany
transactions. S is the selling nenber and Mis the buying nenber in the
first interconpany transaction, and Mis the selling nenber and B is the
buyi ng nenber in the second interconmpany transacti on. Under paragraph
(j)(4) of this section, S, Mand B are treated as divisions of a single
corporation for purposes of determning the timng of their itenms from
the interconpany transactions. See al so paragraph (j)(2) of this section
(Bis treated as a successor to M for purposes of taking S's
i nterconmpany gain into account). Thus, S's $20 gain and Ms $10 gain are
both taken into account in Year 5 to reflect the difference between B's
$5 gain taken into account with respect to the land and the $35
reconmputed gain (the gain that B would have taken into account if the
i nterconpany sal es had been transfers between divisions of a single
corporation, and B succeeded to S's $70 basis).



(c) Attributes. Under paragraphs (j)(4) of this section, the
attributes of the interconpany itens and corresponding items of S, M
and B are also determ ned by treating S, M and B as divisions of a
singl e corporation. For exanple, the attributes of S's and Ms
i nterconpany itens are determ ned by taking B's activities into account.

Exanpl e 4. Back-to-back interconpany transactions--acceleration. (a)
Facts. During Year 1, S perforns services for Min exchange for $10 from
M S incurs $8 of enpl oyee expenses. Mcapitalizes the $10 cost of S's
servi ces under section 263 as part of Ms cost to acquire real property
fromX. Under its separate entity method of accounting, S would take its
i ncome and expenses into account in Year 1. M holds the real property
for investnment and, on July 1 of Year 5, Msells it to B at a gain. B
al so holds the real property for investnment. On Decenber 1 of Year 8,
while B still owns the real property, P sells all of Ms stock to X and
M becomes a nonnenber .

(b) Ms itens. Mtakes its gain into account i medi ately before it
beconmes a nonnenber. Because the real property stays in the
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group, the acceleration rule redeterm nes the attributes of Ms gain
under the principles of the matching rule as if B sold the real property
to an affiliated corporation that is not a nenber of the group for a
cash paynent equal to B's adjusted basis in the real property, and S, M
and B were divisions of a single corporation. Thus, Ms gain is capita
gai n.

(c) S's itens. Under paragraph (b)(2)(ii) of this section, S
i ncludes the $8 of expenses in determning its $2 interconpany incone.
In Year 1, S takes into account $8 of income and $8 of expenses. Under
paragraph (j)(4) of this section, appropriate adjustments must be nade
to treat both S's performance of services for Mand Ms sale to B as
occurring between divisions of a single corporation. Thus, S's $2 of
i nterconpany incone is not taken into account as a result of M beconing
a nonnenber, but instead will be taken into account based on subsequent
events (e.g., under the matching rule based on B's sale of the rea
property to a nonnenber, or under the acceleration rule based on P's
sale of the stock of S or Bto a nonnmenber). See the successor person
rul es of paragraph (j)(2) of this section (Bis treated as a successor
to Mfor purposes of taking S s interconpany incone into account).

(d) Sale of S's stock. The facts are the same as in paragraph (a) of
this Exanple 4, except that P sells all of S's stock (rather than Ms
stock) and S becones a nonnenber on July 1 of Year 5. S's remmining $2
of interconpany incone is taken into account i mediately before S
beconmes a nonnenber. Because S's interconpany income is not from an
i nt erconpany sal e, exchange, or distribution of property, the attributes
of the interconpany incone are deternmined on a separate entity basis.
Thus, S's $2 of interconpany income is ordinary incone. M does not take
any of its interconpany gain into account as a result of S becomng a
nonmenber .

(e) Interconpany inconme followed by interconpany |oss. The facts are
the sane as in paragraph (a) of this Exanple 4, except that Msells the
real property to B at a $1 loss (rather than a gain). Mtakes its $1
| oss into account under the acceleration rule i mmedi ately before M
beconmes a nonnenber. But see Sec. 1.267(f)-1 (which might further defer
Ms loss if Mand B renmain in a controlled group relationship after M
beconmes a nonnenber). Under paragraph (j)(4) of this section appropriate
adj ustnents nust be nade to treat the group as if both interconpany



transactions occurred between divisions of a single corporation.
Accordingly, P's sale of Mstock also results in S taking into account
$1 of interconpany income as capital gain to offset Ms $1 of
correspondi ng capital loss. The remamining $1 of S's interconpany incone
is taken into account based on subsequent events.

Exanpl e 5. Successor group. (a) Facts. On January 1 of Year 1, B
borrows $100 fromS in return for B's note providing for $10 of interest
annually at the end of each year, and repaynent of $100 at the end of
Year 20. As of January 1 of Year 3, B has paid the interest accruing
under the note. On that date, X acquires all of P's stock and the forner
P group members beconme nenbers of the X consolidated group.

(b) Successor. Under paragraph (j)(5) of this section, although B's
note ceases to be an interconpany obligation of the P group, the note is
not treated as satisfied and rei ssued under paragraph (g) of this
section as a result of X' s acquisition of P stock. Instead, the X
consol i dated group succeeds to the treatnment of the P group for purposes
of paragraph (g) of this section, and B's note is treated as an
i nt erconpany obligation of the X consolidated group

(c) No subgroups. The facts are the sanme as in paragraph (a) of this
Exanpl e 5, except that X simultaneously acquires the stock of S and B
fromP (rather than X acquiring all of P's stock). Paragraph (j)(5) of
this section does not apply to X' s acquisitions. Unless an exception
described in paragraph (g)(3)(i)(B) applies, B's note is treated as
satisfied i medi ately before S and B becone nonnenbers, and reissued
i medi ately after they become nenbers of the X consolidated group. The
anount at which the note is satisfied and rei ssued under paragraph
(g9)(3) of this section is based on the fair market value of the note at
the time of PPs sales to X. Paragraph (g)(4) of this section does not
apply to the reissued B note in the X consolidated group, because the
new note is always an interconpany obligation of the X consolidated
group.

Exanpl e 6. Liquidation--80%distributee. (a) Facts. X has had
preferred stock described in section 1504(a)(4) outstanding for severa
years. On January 1 of Year 1, S buys all of X' s common stock for $60,
and B buys all of X's preferred stock for $40. X s assets have a $0
basis and $100 value. On July 1 of Year 3, X distributes all of its
assets to S and Bin a conplete liquidation. Under Sec. 1.1502-34,
section 332 applies to both S and B. Under section 337, X has no gain or
loss fromits liquidating distribution to S. Under sections 336 and
337(c), X has a $40 gain fromits liquidating distribution to B. B has a
$40 basi s under section 334(a) in the assets received from X, and S has
a $0 basis under section 334(b) in the assets received from X

(b) Interconpany itens fromthe |iquidation. Under the natching
rule, X's $40 gain fromits liquidating distribution to Bis not taken
into account under this section as a result of the |iquidation (and
therefore is not yet reflected under Secs. 1.1502-32 and 1.1502-33).
Under the successor person rul e of paragraph
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(j)(2)(i) of this section, S and B are both successors to X. Under
section 337(c), X recognizes gain or loss only with respect to the
assets distributed to B. Under paragraph (j)(2)(ii) of this section, to
be consistent with the purposes of this section, S succeeds to X' s $40
i nterconpany gain. The gain will be taken into account by S under the
mat chi ng and acceleration rules of this section based on subsequent
events. (The allocation of the interconmpany gain to S does not govern



the allocation of any other attributes.)

Exanpl e 7. Liquidation--no 80%distributee. (a) Facts. X has only
common stock outstanding. On January 1 of Year 1, S buys 60%of X s
stock for $60, and B buys 40% of X' s stock for $40. X s assets have a $0
basis and $100 value. On July 1 of Year 3, X distributes all of its
assets to S and Bin a conplete liquidation. Under Sec. 1.1502-34,
section 332 applies to both S and B. Under sections 336 and 337(c), X
has a $100 gain fromits liquidating distributions to S and B. Under
section 334(b), S has a $60 basis in the assets received from X and B
has a $40 basis in the assets received fromX

(b) Interconpany itens fromthe |iquidation. Under the matching
rule, X's $100 interconpany gain fromits liquidating distributions to S
and B is not taken into account under this section as a result of the
liquidation (and therefore is not yet reflected under Secs. 1.1502-32
and 1.1502-33). Under the successor person rule of paragraph (j)(2)(i)
of this section, S and B are both successors to X. Under paragraph
(j)(2)(ii) of this section, to be consistent with the purposes of this
section, S succeeds to X' s $40 interconpany gain with respect to the
assets distributed to B, and B succeeds to X' s $60 interconpany gain
with respect to the assets distributed to S. The gain will be taken into
account by S and B under the matching and acceleration rules of this
section based on subsequent events. (The allocation of the interconpany
gai n does not govern the allocation of any other attributes.)

(k) Cross references--(1) Section 108. See Sec. 1.108-3 for the
treatment of interconpany deductions and | osses as subject to attribute
reducti on under section 108(b).

(2) Section 263A(f). See section 263A(f) and Sec. 1.263A-9(g)(5) for
special rules regarding interest frominterconpany transactions.

(3) Section 267(f). See section 267(f) and Sec. 1.267(f)-1 for
special rules applicable to certain |osses and deductions from
transacti ons between nmenbers of a controlled group.

(4) Section 460. See Sec. 1.460-4(j) for special rules regarding the
application of section 460 to interconpany transactions.

(5) Section 469. See Sec. 1.469-1(h) for special rules regarding the
application of section 469 to interconpany transactions.

(6) Sec. 1.1502-80. See Sec. 1.1502-80 for the non-application of
certain Internal Revenue Code rules.

(1) Effective dates--(1) In general. This section applies with
respect to transactions occurring in years beginning on or after July
12, 1995. If both this section and prior law apply to a transaction, or
neither applies, with the result that itens may be duplicated, omtted,
or elimnated in determ ning taxable incone (or tax liability), or itens
may be treated inconsistently, prior law (and not this section) applies
to the transaction. For exanple, S's and B's itenms fromS's sal e of
property to B which occurs in a consolidated return year beginning
before July 12, 1995, are taken into account under prior |aw, even
t hough B may di spose of the property in a consolidated return year
begi nning on or after July 12, 1995. Simlarly, an interconpany
di stribution to which a sharehol der becones entitled in a consolidated
return year beginning before July 12, 1995, but which is distributed in
a consolidated return year beginning on or after that date is taken into
account under prior |law (generally when distributed), because this
section generally takes dividends into account when the sharehol der
becones entitled to them but this section does not apply at that tine.

If application of prior lawto S's deferred gain or loss froma deferred
i nt erconpany transaction (as defined under prior law) occurring in a



consolidated return year beginning prior to July 12, 1995, would be
affected by an interconpany transaction (as defined under this section)
occurring in a consolidated return year beginning on or after July 12,
1995, S's deferred gain or loss continues to be taken into account as
provi ded under prior law, and the itens fromthe subsequent interconpany
transaction are taken into account under this section. Appropriate

adj ustnents nmust be made to prevent itens from being duplicated, omtted,
or elimnated in determ ning taxable incone as a result of the
application of
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both this section and prior law to the successive transactions, and to
ensure the proper application of prior |aw

(2) Avoidance transactions. This paragraph (1)(2) applies if a
transaction is engaged in or structured on or after April 8, 1994, with
a principal purpose to avoid the rules of this section (and instead to
apply prior law). If this paragraph (1)(2) applies, appropriate
adj ustments nmust be made in years beginning on or after July 12, 1995,
to prevent the avoi dance, duplication, om ssion, or elimination of any
item (or tax liability), or any other inconsistency with the rules of
this section. For exanple, if Sis a dealer in real property and sells
land to B on March 16, 1995 with a principal purpose of converting any
future appreciation in the land to capital gain, B's gain fromthe sale
of the land on May 11, 1997 night be characterized as ordinary incone
under this paragraph (1)(2).

(3) Election for certain stock elinmination transactions--(i) In
general . A group may el ect pursuant to this paragraph (1)(3) to apply
this section (including the elections avail able under paragraph
(f)(5)(ii) of this section) to stock elimnation transactions to which
prior |aw woul d otherwi se apply. If an election is nmade, this section
and not prior law, applies to determne the timng and attributes of S's
and B's gain or loss fromstock with respect to all stock elimnination
transactions.

(ii) Stock elimnation transactions. For purposes of this paragraph
(1)(3), a stock elimnation transaction is a transaction in which stock
transferred fromS to B--

(A) Is cancelled or redeened on or after July 12, 1995;

(B) Is treated as cancelled in a |iquidation pursuant to an el ection
under section 338(h)(10) with respect to a qualified stock purchase with
an acquisition date on or after July 12, 1995;

(C) Is distributed on or after July 12, 1995; or

(D) I's exchanged on or after July 12, 1995 for stock of a nenber
(determ ned i medi ately after the exchange) in a transaction that would
cause S's gain or loss fromthe transfer to be taken into account under
prior |aw

(iii) Time and manner of naking election. An election under this
paragraph (1)(3) is made by attaching to a tinely filed original return
(i ncluding extensions) for the consolidated return year including July
12, 1995 a statenent entitled " [Insert Nane and Enpl oyer ldentification
Nunber of Common Parent] HEREBY ELECTS THE APPLI CATI ON OF Sec. 1.1502-
13(1)(3)."'" See paragraph (f)(5)(ii)(E) of this section for the manner
of electing the relief provisions of paragraph (f)(5)(ii) of this
secti on.

(4) Prior law. For transactions occurring in S's years beginning
before July 12, 1995, see the applicable regulations issued under
section 1502. See Secs. 1.1502-13, 1.1502-13T, 1.1502-14, 1.1502-14T,



1.1502-31, and 1.1502-32 (as contained in the 26 CFR part 1 edition
revised as of April 1, 1995).

(5) Consent to adopt method of accounting. For interconpany
transactions occurring in a consolidated group's first taxable year
begi nning on or after July 12, 1995, the Comm ssioner's consent under
section 446(e) is hereby granted for any changes in nethods of
accounting that are necessary solely by reason of the timng rules of
this section. Changes in nmethod of accounting for these transactions are
to be effected on a cut-off basis.

[T.D. 8597, 60 FR 36685, July 18, 1995, as anended by T.D. 8660, 61 FR
10449, 10450, Mar. 14, 1996; T.D. 8677, 61 FR 33323, June 27, 1996; T.D
8660, 62 FR 12097, Mar. 14, 1997, T.D. 8677, 62 FR 12542, Mar. 17, 1997]



